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HOW TO. AUDIT | 
A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 

show how to audit any bank as required by law but 

discusses in detail the responsibilities of directors, the 

~ pitfalls of bank management and operation, and the 

positive protectional and precautionary controls to 

: set up so as to avoid embezzlements and defalcations. 

It contains many samples, schedules and forms used 

in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 


Price $15.00 delivered 
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The TAX Report of BANKING and TRUSTS 


The Editors of The Banking Law Free Tax Study 
Journal have just prepared an impor- 


tant new study for bank auditors and for Bank Auditors 


completa. and Comptrollers 
The study is yours for the asking 





—no cost, no obligation. All we ask 
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in return is a chance to introduce you 
to our new monthly tax letter for 
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FEDERAL INCOME TAX 


test Gh cut endl when Ge ender SPECIMEN FILLED-IN BANK RETURN 
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. | The Banking Law Journal, 89 Beach St., Boston 11, Mass. 
explanation of many, x 

PLease enter our subscription to the new monthly 
important subjects of | TAX REPORT OF BANKING AND TRUSTS for 


one year at $18.00 in accordance with the terms of 


banking and trust | your fully guaranteed offer. We will receive FREE 
| a copy of your Tax REFERENCE SPECIMEN FILLED-IN 
taxation in each issue; Baxx Income Tax Return. If the reports do not 


prove valuable we may cancel the subscription with- 
out further obligation. 


The Tax Report of Banking NAME 
and Trusts is a monthly bank- 
ing tax letter prepared by the 
Editorial and Tax Department 
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Practical Cost Accounting 
for Banks 


by 
MARSHALL C. CORNS 


The answer to determination of bank costs written by a 
recognized authority on bank cost accounting for 


the cost conscious banker. 


For the first time, a practical book on bank cost accounting, bankers 
have been wanting for years, complete with detailed instructions to enable 
any banker who is cost-conscious to determine the profitableness of his 
operations and cost of services rendered. Use of this book will provide the 
“facts” for revising Account Analysis Methods and Service Charge Schedules. 


With this practical tool of management in concise and simple form at 
your fingertips, it will no longer be necessary to “guess” your costs. Every 
banker who uses this book properly can determine the profit or loss of any 
department of his bank, the actual cost of performing every operation, and 
providing every service, merely by completing the schedules and applying 
his own income, expense, and activity figures to the work papers and 
exhibits, step by step, according to the detailed instructions. 


Price $18.75 Delivered 
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including for the first time a collection 
of annotated forms of wills and trusts 


The first edition of this book has 
been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 

The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
wy The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice te 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


Practical answers to questions relating to — use of life insurance @ insurance 
options @ business insurance trusts @ key man insurance ®@ use of wills in family and 
business plans @ wil provisions @ revocable trusts @ selection of trustees @ trustee's 


management powers ® prudent man investment rule @ accountings © taxation of re- 
vocable and irrevocable trusts, of life insurance, and of powers of appointment @ the 
marital deduction @ drafting © what state laws apply to trusts ©@ death of major 


stockholders @ and many other topics. 


Price $10.75 delivered 
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Bankers Blanket Bonds: 
What They Cover and What They Do Not* 


By ERNEST W. FIELDS 
New York, New York 


You will observe that this paper is supposed to include some 
remarks on what is not to be covered under Blanket Bonds in 
favor of banks as well as losses which are to be covered. It 
is not too difficult to determine what the drafters and under- 
writers of such bonds intended, but since now and then courts 
and judges are required to pass upon the language and to say 
what was intended, we must admit the possibility that: losses 
may be covered which were not thought to be covered. We 
will delve into a few instances as we go along. 


A Bankers Blanket Bond is a four-page—or longer—printed 
document executed by an insurance company with charter and 
statutory authority to write bonds and is in favor of a com- 
mercial or a savings bank. In its beginning or obligatory para- 
graph it says that in consideration of 2 premium, the insurance 
company will pay and make good, or indemnify and hold 
harmless such bank against, all such losses as it shall sustain or 
discover during the period of such bond, the losses to be sus- 


° From a speech prepared by Ernest W. Fields for delivery before the Banking 
Law Scction of the New York State Bar Association at Rochester, New York, Octo- 
ber 9, 1959. 

Mr. Fields, who is Vice-President of Federal Insurance Company is a graduate 
of Lincoln Memorial University, and received his LL.B. from New York University. 
A recognized expert in the fields of fidelity and surety law, he has served on many 
committees of the International Association of Insurance Counsel, and was a member 
of its Executive Committee in 1948-51. 

This article is reprinted with the permission of the editors of the INSURANCE 
COUNSEL JOURNAL, 2 publication of the International Association of Insurance 
Counsel, Columbus 15, Ohio. 
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tained in the manner or as a result of the hazards set forth in 
the policy. 

Such bonds cover losses resulting from various hazards 
which are set forth in separate insuring clauses. The first, and 
perhaps the most important, are losses resulting from any dis- 
honest, fraudulent or criminal act of officers, employees, and 
attorneys and their employees, the latter while performing 
legal services for the bank. 

As a rule, not too much difficulty is encountered in decid- 
ing whether any particular loss was caused by acts of em- 
ployees which were dishonest, fraudulent or criminal in nature. 
Most cases involve the outright embezzlement of money or 
other property, but now and then losses are discovered and 
serious questions exist as to whether the acts causing them were 
dishonest acts. 

Three important words in this insuring paragraph are the 
words “dishonest”, “fraudulent” and “criminal”. Dishonesty is 
not a term of art. It has not a statutory definition. It is not 
defined in Bouvior’s Law Dictionary, and Black’s Law Diction- 
ary defines it as “untrustworthiness, lack of integrity”. A stand- 
ard dictionary says: 


“The quality of being dishonest, fraud or violation of trust”. 


Perhaps Judge Cardozo came close to a proper interpreta- 
tion of the word when used in a Bankers Blanket Bond in his 
opinion in the World Exchange Bank case,’ in which case he 
had before him a situation where a teller in the plaintiff bank 
had permitted a depositor to draw checks against uncollected 
funds and had paid such checks when presented. The 
items creating the balance were not paid when presented, there- 
by causing a large overdraft. The teller was required by the 
bank's rules to secure the approval of a senior officer before 
permitting such practice, but he failed to secure such approval. 
He believed the deposited items to be good and, while he acted 
in good faith, his failure to follow the bank's rules caused a 
substantial loss. 


1 World Exchange Bank v. Commercial Casualty Insurance Company, 255 N.Y. 1, 
decided November 1930. 
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The plaintiff bank sued under the Bankers Blanket Bond 
claiming that these acts of the teller were dishonest acts within 
the meaning of the policy. 

Judge Cardozo said: 

“The appeal is to the mores rather than to the statute. Dis- 
honesty, unlike embezzlement or larceny, is not a term of art. 
Even so, the measure of its meaning is not a standard of perfection, 
but an infirmity of purpose so opprobrious or furtive as to be fairly 
characterized as dishonest in the common speech of man. Our 
guide is the reasonable expectation and purpose of the ordinary 
business man when making an ordinary business contract.” 


The court held that there was an absence of a wrongful 
motive and held that such loss was not one covered by the sec- 
tion of the bond perfecting against dishonest acts of employees. 

Of a similar import was the decision of the Court of Appeals 
of New York when, in 1926, that court held that a cashier's act 
in permitting a customer to draw against uncollected funds was 
not necessarily dishonest and that a wrongful motive must be 
shown.” 

Perhaps the latest important case on the subject 
is a case decided in 1955 by the Supreme Court of 
New Jersey.* The facts were that the defendant surety 
company had written its Bankers Blanket Bond in fav- 
or of the plaintiff mortgage corporation against “any loss 
through any dishonest, fraudulent or criminal act of any of the 
employees’. A substantial portion of plaintiff's business was 
lending construction funds to contractors to build homes and 
its practice was to advance these funds to the contractors as the 
houses were in various states of completion; for instance, 20% 
when the slab was completed, an additional 15% when the build- 
ing was roughed in, another 20% when the building was enclos- 
ed, and so on. 

The plaintiff had in its employ a building inspector whose 
duties were to inspect these houses and to certify to the bank 
their state of completion in order that the bank could advance 
the funds as required. For a period of time this employee per- 
"2 The First National Bank of Edgewater, N. J. v. National Surety Company, 


248 N.Y. 34. 
3 Mortgage Corporation of N.J. v. Aetna Casualty ¢& Surety Co., 115 A.2d 48. 
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sonally and faithfully made these inspections and certifications. 
However, over a period of four months he made 92 certifications 
to the bank with respect to the construction status involving 35 
houses and in reliance upon these certifications, the bank ad- 
vanced substantial construction funds to the contractor. 
The contractor defaulted on his loan obligations and 
the bank sustained a substantial loss. It was then deter- 
mined that these 92 certifications by the bank’s employee were 
incorrect and that such employee, instead of personally inspec- 
ting the 35 houses, had accepted the word of the contractor's 
superintendent as to their percentage of progress, and that, in- 
stead of the houses being completed to such extent, their com- 
pletion status was very substantially less. 


The bank filed suit against the surety company claiming 
that the employee’s acts in failing to personally inspect the 
buildings and in certifying to his employer that he had per- 
sonally inspected them and that they were of a certain com- 
pletion status was a dishonest act within the meaning of the 
bond. 

The case was first tried in the Law Division of the Superior 
Court of New Jersey before a jury. At the end of the trial the 
court denied the plaintiff's motion for directed verdict and sub- 
mitted it to the jury which returned a 10 to 2 verdict of no cause 
of action, meaning that in the jury's opinion, the employee was 
not dishonest. Thereupon, the trial judge, while denying the 
plaintiff's motion for a judgment non obstante veredicto, grant- 
ed an alternative motion for a new trial, giving it as his opinion 
that the employee was guilty of a series of dishonest acts. 

The case was tried again before a jury and again at the con- 
clusion of the trial the trial judge denied plaintiff's motion for di- 
rected verdict and submitted it to the jury and the jury was told 
to determine whether the employee's acts were “either dis- 
honest or fraudulent”. The court instructed the jury that such 
words meant bad faith, a breach of honesty, one of integrity or 
moral turpitude. The trial judge told the jury that they should 
take into consideration in determining whether the employee 
was dishonest the question of whether the acts of the employee 
were reckless, wilful and a wanton disregard for the interest of 
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his employer and whether his acts were manifestly unfair to the 
employer and palpably submitted the employer to the likeli- 
hood of a loss. 

Again the jury returned a verdict of no cause of action and 
again the court set aside the judgment for the defendant and, up- 
on the motion of the plaintiff, directed a judgment for the plain- 
tiff for 88,000-odd dollars in keeping with the court's view; that 
an intent to harm his employer or intent to profit from his acts 
was not an essential ingredient of the act to bring it within the 
category of dishonesty. 

The court's view in directing a verdict for the plaintiff was 
that the acts of the employee in failing to personally inspect 
these buildings and in accepting the word of another, though 
that other was the general superintendent on the project and 
was a man in whose integrity the bank’s employee firmly be- 
lieved, and in certifying to his employer status of the completion 
of the buildings when he had no direct knowledge that they 
were of such completion status, was of such a nature that he was 
unfaithful to his employer, that he lacked integrity and that it 
brings him squarely within the definition of dishonesty. 

At this state of the case the defendant surety appealed to 
the Supreme Court of New Jersey. 

The Supreme Court of New Jersey, in a 4 to 3 decision, sus- 
tained the judgment below. The majority, after stating that 
such bonds are to be broadenly construed, adopted the view 
that “dishonest, fraudulent or criminal” acts of employees as 
used in such bonds evidenced the clear intent to protect the 
employer against employees’ wrongful acts which, though not 
criminal, nevertheless display significant lack of probity, in- 
tegrity or trustworthiness. The Court said: 


“The absence of any motive of personal profit or gain does not 
establish that the wrongful act of the employee was not dishonest.” 


While the majority agreed that mere neglect or incompe- 
tence, mistake or error in judgement were not acts within the 
meaning of the word dishonesty, the court did feel that these 
acts of this employee were of such a nature that they amounted 
to dishonest acts within the meaning of such policy. 
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In a forceful dissenting opinion the minority disagreed. 
They felt that this employee, who was something more than 65 
years of age, and who had had considerable experience in the 
construction field, had acted in good faith; that a number of 
circumstances had contributed to his failure to personally in- 
spect these 35 houses, among which was a rather violent storm, 
a burden of manifold duties because he had many similar pro- 
jects under his supervision. He also was out soliciting new 
business. Many days he would work in his home until midnight 
preparing his reports. He was required to inspect and certify a 
tornado damage to many houses involving as many as 100 
claims. He had calls to make in relation to delinquent mort- 
gages and the like. 

The minority felt that the use of the words “dishonest, 
fraudulent or criminal act” were designed to express as well as to 
delimit the contractual indemnity and that these words plainly 
exclude liability for loss by negligence, no matter how gross. 
They felt there must be a wilful and intentional design to prac- 
tice fraud or to work injury upon the indemnitees, that reckless, 
indifferent, careless or wanton acts were not intended to be dis- 
honest acts. 

A fraudulent act as intended in such policy is an act that 
involves wilful intent to defraud. A criminal act, of course, is 
an act that violates a statute. 

The second insuring clause of Bankers Blanket Bonds is 
commonly called the property clause. This insuring clause is 
the loss of property such as money, jewelry, precious metals, 
securities such as stock certificates, checks, money orders and 
the like, which are lost either from the premises of the bank or 
when in transit outside of the bank through the hazards of rob- 
bery, burglary, holdup, larceny, theft, false pretenses or mys- 
terious disappearance. 

This insuring paragraph is in two parts: The first is the loss 
of the property while such property is lodged or deposited with- 
in any offices or premises located anywhere, except while in the 
mail or with a carrier for hire other than an armored motor 
vehicle company. 

Losses under this section of insuring paragraph 2 are gen- 
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erally the holdup cases, the breaking and entering of night de- 
pository vaults and the like, the losses of such property through 
larceny, theft or false pretenses which cover the cases of cashing 
checks drawn on other banks where there are no funds on de- 
posit at such other bank, or cashing of checks payable to a cor- 
poration for an employee of such corporation who has no author- 
ity to endorse the checks, and similar cases. 

The loss of property through false pretenses is, of course, 
something less than larceny. Larceny generally involves the 
taking of property without the consent of the owner. On the 
other hand, a voluntary delivery of property can be made and 
false pretenses cover the delivery of that property even though 
voluntary. 

Perhaps the most difficult, and currently the field of losses 
about which most uncertainty exists as to coverage, is the so- 
called “check kiting” case. 

The usual check kiting situation is generally this. The same 
individual opens an account in two different banks, the banks 
generally located some distance apart, so that 3, 4 and 5 days are 
required for checks to clear between them. In bank A he de- 
posits his own check to his own credit drawn on his account 
in Bank B. In bank B he deposits his own check to his own ac- 
count drawn on bank A. He then draws checks in payment 
of obligations or to run his business on both banks and each 
bank allows him to draw such checks and pays them from the 
balance created by uncollected funds. What happens is that, 
through one medium or another, one or other of the two banks 
either gets suspicious or decides not to continue the practice 
of paying checks against uncollected funds, and one of the 
banks then returns the checks drawn on it and accepted by the 
other bank, and the kite is then exposed and a substantial over- 
draft exists in both banks. 

Recently an individual, whose business was that of buying 
and selling real estate, approached a midwestern bank for an 
$8,000 loan. The bank looked into his financial condition and 
refused the loan. The individual then went approximately 
100 miles to another bank in a second state, opened an account 
in his own name with a deposit of $100. He then deposited in 
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the bank which had rejected his application for a loan his 
own check for $8,500 drawn on the bank in the other state where 
he had just opened the account. The bank credited his account 
with the $8,500 and forwarded the check to the other bank for 
collection. In the meantime, the depositor drew his check on 
the first bank for $8,000, paying a gambling debt. Notwith- 
standing the fact that five days earlier that bank had rejected 
an $8,000 loan, it had no hesitancy in paying the $8,000 check 
when presented, although the check creating that balance had 
not yet been accepted by the bank on which it was drawn. Of 
course, the bank in the distant city returned the check. In the 
meantime this individual had also deposited checks in the 
second bank drawn on the first bank, but the second bank had 
refused payment until the checks were collected. 

Of course, the result of this was that the individual got free 
credit extended by the banks at no interest whatsoever. 

The practice of permitting depositors to draw against un- 
collected funds has unfortunately been increasing in recent 
years. Competition between banks for deposits, the desire to 
extend service to customers, the battle for larger deposits and 
the large volume of clearing items, the turnover in banking 
help, and such things, have been contributing causes. 

In some cases, permitting depositors to draw against un- 
collected funds has been deliberately countenanced by execu- 
tive officers and the bank has been aware of such practice, but 
has permitted it believing the depositor to be honest and, most 
of all, solvent. In other cases, of course, the practice is not 
known and would not be tolerated if disclosed. 

Generally, the funds created by the credit are withdrawn in 
a normal manner by the depositor drawing checks to the order 
of his vendors or creditors and the check is received from other 
banks or through the clearing house and it is rare that checks 
drawn on this created balance are cashed on the premises of 
the bank. 

When such a loss is discovered, two serious questions arise 
as to the possibility of coverage under the property section of 
the Bankers Blanket Bond. The first question is whether any 
loss through larceny or false pretenses occurred on the premises 
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of the bank. Since the bank paid the check drawn upon it to 
another bank or to some other depositor or through the clearing 
house, that payment was made to some individual or corporation 
other than the depositor who, of course, had no dishonest intent, 
and who, in presenting the check, was not guilty of any false 
pretense, not being aware of how the balance was created. 

The second question, which has arisen in such cases, is 
whether or not in permitting a depositor to draw against un- 
collected funds, meaning a balance created by the deposit of 
his own check drawn on another bank, the bank in permitting 
such practice is not in effect extending credit to the depositor 
just exactly to the same extent as though he makes a loan. The 
bank is aware that it is depositor’s own check drawn upon his 
account in another bank that is creating the balance, and there- 
fore in paying out that balance it is in effect extending credit 
to the depositor until such time as the check is paid by the bank 
upon which it is drawn. 

This situation, involving a loss to two banks, which occurred 
in a typical check kiting situation, finally reached the courts 
in 1952 and for two years was extensively litigated. 

The first case was F.D.I.C. v. Hartford. Its counterpart, 
the second bank which had a loss out of the kite, was Bank of 
Altenburg v. Fidelity & Casualty Company.” 

A trucking company in the little town of Brazeau, Missouri, 
had an account with the Brazeau Bank and also an account in 
the Bank of Altenburg, five miles distant. Checks between these 
two banks were cleared, however, through St. Louis, Missouri, 
and required four days to clear. This trucking company de- 
posited its own checks in each of the two banks and was per- 
mitted to draw checks against the balances so created, which 
practice continued over a period of time until finally one of the 
banks refused to pay checks drawn on it until checks deposited 
with it drawn on the other bank had cleared, whereupon, the 
kite was discovered and the Brazeau Bank was unable to survive 
and was taken over for liquidation by the F.D.I.C. The Brazeau 


4 Federal Deposit Insurance Corp. v. Hartford Accident & Indemnity Co., U.S. 
District Court, Mo., 7/22/52, 106 F. Supp. 602; affirmed 204 F. 2d 933. 

5 Bank of Altenburg v. Fidelity & Casualty Co. of N.Y., U.S. District Court, Mo., 
Dec. 1953, 118 F. Supp. 529; affirmed 216 F. 2d 294. 
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Bank had a loss of 18,000-odd dollars and the Altenburg Bank 
a loss of 15,000-odd dollars. Both banks were insured by 
Bankers Blanket Bonds issued by the insurance companies, both 
bonds providing loss of property from the premises through false 
pretenses, etc. Claims were filed and both insurance companies 
rejected them on two grounds: first, that no loss had occurred of 
property from the premises since the banks paid the checks 
through the clearing house, and secondly, that both policies 
excluded any loss arising out of any loans and that these losses 
were the result of extending credit to the trucking company. 

The United States District Court in Missouri did not ac- 
cept the defense of no loss from the premises and held that the 
loss did in fact occur on the premises. What the court decided 
was that the making of the deposit of the checks and inducing 
the bank to credit the depositor’s account was at that point the 
false pretense and that the later payment of checks against such 
balance established the loss. What the court in effect was say- 
ing was that it was the deposit of the check and the creation of 
the balance in the original instance which established the loss 
and that the fact that the funds were later paid out to someone 
other than the depositor and other than from the premises was 
not the controlling factor. 

Both cases were appealed to the United States Court of 
Appeals for the Eighth Circuit and the decision of the lower 
court was sustained in both cases. 

All forms of Bankers Blanket Bonds exclude losses arising 
out of the non-payment or default of loans unless the cause of 
the loss be dishonesty of an employee of the bank or forgery. 
Even if a loan be secured from the bank by trick, artifice or other 
false device, no part of such loan properly constitutes a claim 
under the bond. 

In view of such exclusion, many losses occur where the prob- 
lem is involved of where the loan exclusion applies notwith- 
standing the fact that larceny or false pretenses was involved in 
the case. 

Such a situation was before the Appellate Division of New 
York in May of 1958 in the Johnston Bank case.° In that case, 


6 Johnston Bank v. American Surety Company of N.Y., 6 A.D. 2d 4. 
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plaintiff bank was financing conditional sales contracts for an 
automobile dealer who was legitimately in the business of sell- 
ing cars and taking in exchange conditional paper which in- 
volved notes payable over a period of time. The dealer had 
relatives and friends sign a number of contracts in blank which 
he delivered to the plaintiff bank and gave to employees of the 
bank necessary information to fill in the forms, such as to type 
of car, serial number, etc., whereupon the bank then accepted 
these contracts and credited the dealer's account. 


Later an officer of the bank learned of the fictitious character 
of the sales agreements and called upon the surety company to 
make good under its bond on the ground that it had sustained 
a loss by reason of false pretenses, in that the dealer had false- 
ly pretended the valid sale of cars and the obligations of the 
purchasers to pay for them and that he was guilty of false pre- 
tenses. The insurance company denied liability on the ground 
that this was a loss to the bank arising out of a loan and that it 
was not intended to be covered under the policy. The court 
held that the exclusion did not apply. Notwithstanding the fact 
that the transactions were classified on the bank's books as loans, 
the trial court held and the Appellate Division affirmed without 
dissent that in the absence of proof that it was a general custom 
in the banking business to classify these transactions as loans, 
they were not to be so held and that the loss to the bank arose 
out of the purchase of paper and that the bank advanced funds 
against instruments which the seller knew were false. 


A similar decision was made by the United States District 
Court, for the Southern District of Ohio, in December of 1954, 
in the National Bank of Paulding case.’ In that case the bank's 
customer was in the seed and grain business and had been a 
customer of the bank for ten years. The system was that the 
customer would deliver a shipment of grain or seed to a rail- 
road company and get from it an order bill of lading consigned 
to its own order at the destination of the customer and would 
then draw a sight draft on the purchaser payable to the plain- 
tiff bank’s order, attach the draft and an invoice to the bill of 


7 The National Bank of Paulding v. Fidelity & Casualty Co. of N.Y. and Maryland 
Casualty Company, U.S. District Court, Ohio, 181 F. Supp. 121. 
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lading and present it to the bank. The bank would then credit 
the customer's account and send the draft and other papers to 
its correspondent bank in the city where the purchaser was 
located. When the sight draft was accepted and paid and 
plaintiff bank received the money it would charge the customer's 
account with a discount at a given rate. 

Over a period of nine days the customer delivered a series 
of eight transactions with the plaintiff bank involving approxi- 
mately $141,000. In such case the customer had not sold any 
grain on any of the eight transactions and all the papers which 
he prepared were spurious. Claim was filed under the Bankers 
Blanket Bond for the full amount of the loss and such claim 
was denied on the ground that it was a loss resulting from a loan 
and therefore excluded. The court held, notwithstanding the 
fact that the bank would have had a right to recharge the 
customer's account, or that a discount, which in effect was an 
interest rate, was charged, that these transactions were not 
loans, but were losses resulting from false pretenses. 

Losses arising out of check kiting and situations involving 
fine lines as to whether it is or is not a loan are still in a state of 
development and further time and experience is required to 
clarify those situations. 

It is fair to say and it should be said that it is not the intent 
of such bonds to insure against losses resulting from poor judg- 
ment, losses arising out of loans unless there is forgery or dis- 
honesty of employees, nor is it the purpose of such bonds to in- 
sure the bank’s operation as a careful, well-managed bank. 

The check kiting situation has been the cause of much con- 
cern to banks in the past two years. The Committee on Bank 
Management and Research of the New York State Bankers 
Association has just completed an extensive investigation of 
this situation and has prepared a splendid report entitled “Safe- 
guards Against Check Kiting”. The committee concludes its 
report with excellent recommendations for prevention and with 
the statement, “nor is complacent reliance on insurance cover- 
age either warranted or safe. Under certain conditions a bank 
might find to its sorrow that the loss is not covered by its in- 
surance. 
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The next insuring clauses are the forgery coverages and are 
commonly referred to as Insuring Clauses 4 and 5, or, in some 
bonds, D. and E. 

Insuring Clause 4 covers forgery or alteration on checks, 
drafts, withdrawal orders, certificates of deposit and similar 
instruments. Under this insuring paragraph banks are cov- 
ered against losses for paying checks bearing forged maker's 
signature, or endorsements or cashing or otherwise handling 
checks drawn on other banks which are forged or altered. 

Insuring Clause 5 is known as the extended forgery coverage 
and such coverage indemnifies the bank against receiving, hav- 
ing extended any credit, or assuming any liability, or otherwise 
having acted upon any securities, documents or other written 
instruments which prove to have been counterfeited or forged 
as to the signature of any maker, drawer, etc., or raised or other- 
wise altered or lost or stolen, and this same insuring paragraph 
indemnifies against guaranteeing or witnessing of signatures on 
stock powers and the like. 

This insuring paragraph covers losses such as making loans 
against forged or counterfeit stock certificates. Within the past 
year several large banks in the New York City area have sustain- 
ed substantial losses by reason of making loans to a man named 
Brenner against collateral purporting to be stock of a Yonkers 
bank, it having developed that such stock certificates were 
counterfeit and forged. 

This insuring clause covers losses by reason of personal loans 
where the signature of a co-maker, such as a husband or wife, 
is forged. It covers hazards of buying or otherwise acting upon 
securities which are stolen or which are altered. 

The problem which frequently arises under this extended 
forgery insuring clause is whether or not some particular docu- 
ment or series of documents is or were forged as to the name of 
the maker, endorser, etc. 

An early case decided by the New York Court of Appeals 
32 years ago on the subject is the International Union Bank 
case.* An individual whose true name was George D. Wagner 
opened an account in the plaintiff bank in that name and then 


8 International Union Bank v. National Surety Company, 245 N.Y. 368. 
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opened an account in two other banks in two separate names. 
He deposited in the plaintiff bank checks to his order drawn on 
the two other banks in the name used by him in such other banks 
and the plaintiff bank paid out funds against these checks which 
were returned unpaid by the drawee bank. 

The bank submitted claim under its insurance policy claim- 
ing that the checks were forged and the Court of Appeals was 
required to decide whether the use by Wagner of another name 
in the establishment of an account in another bank was a 
forgery. The court held that the use by one individual of two 
names with the intent to defraud was a forgery under the New 
York statute, saying 


“The instrument was falsely made, for it purported to bind 
the person other than the person who made it. It was therefore 
a forgery under the common law and under the statutes of this 
state.” 


The New York criminal statute defines forgery as 


“Including the false making, counterfeiting and the alteration, 
erasure, or obliteration of a genuine instrument, in whole or in 
part, the false making or counterfeiting of the signature, of a 
party or witness, and the placing or connecting together with 
intent to defraud different parts of several general instruments.” 


The problem arose again in 1938 in the Quick Service Box 
case, which was a decision by the Circuit Court of Appeals for 
the Seventh Circuit. That case was a suit under a forgery policy 
which indemnified against losses by reason of the forgery of the 
maker's signature. In that case an office manager had a vice 
president of the plaintiff sign checks in blank, after which he 
filled them out to the order of cash and added his own signa- 
ture below that of the vice president as was required. The 
office manager used his own name; nevertheless the court held 
that his having completed the checks without authority by 
adding his name and title under the company’s signature was a 
forgery within the meaning of the policy. 

The United States Court of Appeals for the Second Circuit 
in New York did not go along with this theory in the Fitzgib- 


® Quick Service Box Co., Inc. v. St. Paul Mercury Indemnity Co., 95 F. 2d 15. 
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bons Boiler case." In that case the court was asked to hold 
that when an assistant treasurer signed substantial checks in his 
name and in such capacity with intent to defraud the plaintiff 
and steal the proceeds, such was a forgery within the meaning 
of the policy. The court held that the misuse of the assistant 
treasurer's authority even with a fraudulent intent was not for- 
gery and said with respect to the Quick Service Box case that it 
represented a minority view and was not the law of New York. 

The situations which have caused the greatest difficulty are 
those losses sustained by banks, generally in connection with 
loans, where the bank has acted upon, accepted or received, 
generally as collateral security, such as warehouse receipt, bills 
of lading and the like, which bear the signature of the borrower, 
but the instruments themselves are false in the sense that they 
do not in fact represent what they purport to be. 

A Philadelphia bank loaned substantial sums of money, re- 
ceiving as security warehouse receipts supposedly representing 
632 barrels of liquor. When the borrower went into bankruptcy 
and the loan was called it was then discovered that there was 
only 141 barrels of liquor and that these were subject to prior 
liens. The warehouse receipts were signed by and in the name 
of the individuals of the warehouse company who were sup- 
posed to sign warehouse receipts, but the information, meaning 
the quantity of barrels filled in the body of the receipt, was false. 

Suit was filed on the bond, it being contended that the false 
statements in the warehouse receipts constituted forgery under 
Pennsylvania law.” 

The court affirmed a judgment of the lower court in favor 
of the bank, saying that the making of the false statements in 
the warehouse receipts is a forgery in Pennsylvania even though 
the signatures to the same were not actually forged. 

After this decision, Clause 5, or Insuring Clause E, being 
the extended forgery coverage, was amended to thereafter ex- 
clude false statements in the body of the instrument by stating 
that the forgery was limited to the signature of the maker, en- 


dorser, etc. 


10 Fitzgibbons Boiler Co. v. Employers Liability Assurance Corp., 105 F. 2d 895. 
11 Provident Trust Co. v. National Surety Corp., 188 F. 2d 252. 








1016 THE BANKING LAW JOURNAL 


In 1956 the United States District Court in Wisconsin in 
the Security National Bank of Durand” had before it this situa- 
tion. Plaintiff bank had loaned for considerable period of time 
money to Chain-O-Lakes, Inc., a corporation, taking as security 
accounts receivable which were assigned to the bank as evi- 
denced by an invoice with a written assignment on its face 
signed by Chain-O-Lakes, Inc. by Irving Koren, president. 


The bank’s customer assigned to the bank invoices with a 
value of 21,000-odd dollars against which the bank advanced 
and loaned 17,000-odd dollars. Thereafter it was discovered 
that these invoices were fictitious and that they did not repre- 
sent the sale of any merchandise and that no sums were due the 
customer thereon. 


Suit was filed on the Bankers Blanket Bond, it being contend- 
ed that there was a forgery of the maker's name, it being argued 
that forgery was not limited to the false writing of another's 
name, but that it can be accomplished by the use of one’s own 
name for a false purpose. The court referred to the Quick 
Service Box case, stated that the invoices and assignments were 
unauthorized, false and fraudulent, and that they were forged 
within the meaning of the policy. This decision was affirmed 
by the court of appeals. 


It is respectfully suggested that the effect of this decision, if 
it were to be followed, is to afford assigned accounts receivable 
coverage under a forgery section of the bond, and that is not 
the intent of either party. Such coverage is difficult to secure 
if directly applied for and is very expensive. 


A late case on this subject is the Fidelity Trust Company 
case."* In that case the United States District Court of Penn- 
sylvania had the situation of where a bank made a series of 
loans to a customer against promissory notes collateralized by 
the assignment of accounts receivable all signed by either the 
president or a vice president of the corporate borrower. It de- 
veloped that the accounts receivable were fictitious and the 

12 Surety National Bank of Durand v. Fidelity & Casualty Co. of N.Y., 145 F. 
Supp. 667; affirmed 246 F. 2d 582. 


13 Fidelity Trust Company v. American Surety Company and Hartford Accident 
& Indemnity Co., 174 F. Supp. 630; affirmed 268 F. 2d 805. 
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goods indicated thereon were never ordered by or shipped to 
the purchaser. 

Suit was filed on the Bankers Blanket Bond, it being alleged 
that the invoices were counterfeit. It was admitted that the 
signatures of the makers or the persons whose names appeared 
were genuine, so that while no attempt was made to claim cov- 
erage on the ground of forgery, it was contended that the 
losses resulting from the loans were covered under the extended 
forgery coverage because the bank had accepted and acted 
upon documents which were counterfeited. 

The district court agreed with the bank and held the bond 
applied. Upon appeal to the Third Circuit the decision below 
was affirmed on the theory that the bond insured against docu- 
ments which were counterfeited or forged, by its terms indicat- 
ing that the instruments being false, they were counterfeited 
within the policy terms. The court would not accept the argu- 
ment that the word “counterfeited” was limited by the phrase 
thereafter following “as to the signature of any maker.” 

The last case on the subject is the decision of the Supreme 
Judicial Court of Massachusetts in the Rockland-Atlas National 
Bank of Boston case,"* which is one of the most interesting and 
important cases on this subject decided in many years. The 
facts were that an officer of the Guaranty Trust Company of 
Waltham, Massachusetts, communicated with an officer of the 
plaintiff bank asking it to participate to the extent of 100% of a 
$25,000 loan to be made by the Waltham bank to the Nashua 
Sales Co., Inc. This officer of the Waltham bank told the officer 
of the plaintiff bank that Nashua’s financial condition warranted 
making of the loan and that he had before him a financial state- 
ment of Nashua certified to by a C.P.A. He read the figures 
contained in the balance sheet and the plaintiff's officer, relying 
on these representatives, agreed to participate in the whole loan. 

Guaranty made the loan of $25,000 to Nashua, received a 
demand note, and credited Nashua’s account and its officer 
mailed to the plaintiff a participation certificate and copies of 
the balance sheet, profit and loss statement and a purported 

14 Rockland-Atlas National Bank of Boston v. Massachusetts Bonding & Insur- 


ance Co., 157 N.E. 2d 239. See also “The Reversal of an unwarranted Trend”, 
G. Arthur Blanchet, 26 Insurance Counsel Journal 491. 
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letter from a C.P.A. stating that he had made an examination 
and that the assets and liabilities shown in the statement in his 
opinion fairly represented the borrower's position. 

The plaintiff bank received and examined these documents 
and accepted the participation. It thereafter developed that 
the statement and the letter from the C.P.A. were false and the 
purported signature of the accountant was not made by him 
or with his authority. 

Claim was filed under the bank’s Bankers Blanket Bond on 
the ground that it was entitled to be covered for the loss because 
the signature of the accountant was forged on the letter of 
certification. 

Clause E, or extended forgery coverage, covers among 
other things loss through the bank’s having “given any value — 
on the faith of — any securities, documents or other written in- 
struments which prove to have been counterfeited or forged as 
to the signature of any — person signing in any — capacity.” 
The court held that such words did not include the certified 
balance sheet or the purported accountant’s letter. 

The law of forgery, both from a criminal and civil stand- 
point, both at common law and in statutory law, has been de- 
veloping for a long time. Through the medium of the Uniform 
Negotiable Instruments Act and lately through the Commercial 
Code, which has now been enacted in five states, greater uni- 
formity may be anticipated. 

Perhaps the most common meaning to the ordinary layman 
dealing with the word is the writing of a name of another with 
intent to defraud. The trend of the decisions has been to con- 
tinuously broaden the meaning of the word and to hold things 
to be forged which the parties to the contracts containing in- 
demnity against losses resulting from forgery would never have 
dreamed were to be involved. Whether the time may shortly 
come that its interpretation must be spelled out and its limits 
confined in bonds such as we are discussing remains yet to be 
seen, but probably will depend upon the extent to which the 
courts may broaden its meaning or apply its meaning to a given 
situation and to the extent which insureds may insist upon its 
application. 
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It is indeed a tribute to the fairness and integrity of both the 
banking and the insurance industries that so little difficulty and 
so little litigation has been necessary in the extensive negotiation 
between them where 14,000 banks and many insurance com- 
panies daily must deal with situations involving problems of 
dishonesty, false pretenses, theft, forgery and such words. 

It is my firm belief that the continuance of the intelligent 
and fair approach which the representatives of these two great 
industries bring to these loss and coverage problems will re- 
sult in a satisfactory solution of almost all problems which arise. 


EDITORS NOTE: In the November 1960, issue of the Banking Law 
Journal, page 974, we commented on the case of In re Equitable Plan 
Company, United States District Court, S. D., New York, 185 F. Supp. 
57 and published the opinion in full. Our comment indicated that the 
District Court had ruled against certain motions to quash subpoenas 
addressed to three foreign banks. Unfortunately, it was not until after this 
edition had gone to press that material became available to us indicating 
a reversal of the District Court ruling by the United States Court of 
Appeals in Ings, et al. v. Ferguson, 282 F. 2d 149. We are obligated 
to one of our subscribers for bringing this matter to our attention and 
express regret for any confusion it may have caused. 








BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 





U. S. Court Affirms Decision Under Securities 
Act Enjoining Bank from Selling Pledged Stock 


The United States Court of Appeals for the Second Cir- 
cuit recently affirmed an injunction issued by the United States 
District Court for the Southern District of New York (77 B.L.]. 
204, March 1960) which restrained two banks from publicly 
selling stock which had been ostensibly pledged to secure a 
loan. The stock which was pledged with the banks had not 
been registered under the Securities Act of 1933 and at the time 
it was pledged the promissory notes held by the banks were 
past due. 


The court of appeals affirmed the determination below that 
the banks were underwriters within the meaning of the Se- 
curities Act of 1933 pointing out that it was no defense to the 
banks that they did not deal directly with the corporation is- 
suing the stock or that they acted in good faith. “Regardless of 
good faith”, the court stated, “the banks engaged in steps neces- 
sary to this public sale, and cannot be exempted . . . [from the 
registration requirement of the Securities Act of 1933]”. 


The court, in reviewing the evidence, also indicated that 
the banks, despite their protestations of good faith, when they 
took the stock were no longer looking for repayment from the 
makers of the notes but were trying to recoup their loans by 
selling the securities received. Securities and Exchange Com- 
mission v. Guild Films Co., United States Court of Appeals, 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 119.5. 
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Second Circuit, 279 F.2d 485.° The opinion of the court fol- 
lows: 


MOORE, C. J.—This is an appeal under 28 U.S.C.A. § 1292(a) from 
an order by the district court, 178 F.Supp. 418, granting a preliminary in- 
junction to restrain the sale of 50,000 shares of Guild Films Company 
Inc. common stock by two of the appellants, the Santa Monica Bank and 
The Southwest Bank of Inglewood. Pending a final determination of 
this action, the preliminary injunction was issued “unless and until” a 
registration statement should be filed under the Securities Act of 1933, 
15 U.S.C.A. § 77a et seq. 

Section 51 of the Act makes it unlawful for anyone, by an interstate 
communication or use of the mails, to sell or deliver any security unless 
a registration statement is in effect. Section 4 provides, however, that 
“the provisions of section 5... shall not apply to... (1) Trans- 
actions by any person other than an issuer, underwriter, or dealer.” The 
banks claim that they come within this exemption to the registration re- 
quirements. The district court rejected this claim, holding that the 
banks were “underwriters” within the meaning of the Act. While the 
issue involved can be simply stated, a rather complete discussion of the 
facts is necessary. 


The Original Loans by the Banks and the Security Therefor 


On September 17, 1958, the Santa Monica Bank and The Southwest 
Bank of Inglewood jointly agreed to loan Hal Roach, Jr., $120,000, re- 
presented by two notes. An unverified, undated financial statement sub- 
mitted by Roach was relied upon in making the loan. The money was 
deposited in a joint checking account in the name of Roach and Charles 
H. Meacham. Roach’s note for $60,000 to the Santa Monica Bank, which 
was to manage the loan for both banks, was dated September 17, 1958, 
and his note to The Southwest Bank for the same amount was dated 


* Petition for writ of certiorari filed June 21, 1960. 

1Sec. 5. “(a) Unless a registration statement is in effect as to a security, it 
shall be unlawful for any person, directly or indirectly— 

“(1) to make use of any means or instruments of transportation or communica- 
tion in interstate commerce or of the mails to sell such security through the use or 
medium of any prospectus or otherwise; or 

“(2) to carry or cause to be carried through the mails or in interstate com- 
merce, by any means or instruments of transportation, any such security for the 
purpose of sale or for delivery after sale. 


~ i = 


“(c) It shall be unlawful for any person, directly or indirectly, to make use 
of any means or instruments of transportation or communication in interstate com- 
merce or of the mails to offer to sell or offer to buy through the use or medium 
of any prospectus or otherwise any security, unless a registration statement has been 
filed as to such security, or while the registration statement is the subject of a 
refusal order or stop order or (prior to the effective date of the registration state- 
ment) any public proceeding or examination under section 8.” 
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September 25, 1958. Both notes were treated as due on December 15, 
1958, although the note to The Southwest Bank was actually payable 
18 days earlier. 

The loans were initially secured by 34,475 shares of the Scranton 
Corp. (valued at $15 per share) and 2,000 shares of F. L. Jacobs Co. 
stock (valued at $8 per share). As agreed, this collateral was soon re- 
placed by 30,000 shares of Jacobs stock. Roach had used a large part 
of the proceeds of the loans to purchase a substantial number of the 
30,000 Jacobs shares put up as collateral. 


The Jacobs Stock and the Renewal Notes 

Roach was an officer, director, and the controlling shareholder of F. 
L. Jacobs Co., of which Alexander L. Guterma was president. This 
company controlled the Scranton Corp. which owned Hal Roach Studios, 
which in turn owned both W-R Corp. and Rabco T. V. Production, Inc. 

W-R Corp. and Guild Films, Inc. had made an agreement on Janu- 
ary 23, 1959, under which W-R Corp. was to obtain 400,000 shares of 
Guild Films common stock (the registration of 50,000 shares of this 
stock is here in dispute) and a number of promissory notes in exchange 
for certain film properties. The stock was not registered with the S. E. 
C., but Guild Films agreed to use its best efforts to obtain registration. 
However, seeking to come within an exemption provided in section 4 
of the Securities Act, the parties provided the following in their agree- 
ment: 

“Stock Taken for Investment: W-R warrants, represents and 
agrees that all of the said 400,000 shares of Guild’s common stock 
being contemporaneously issued hereunder, whether registered 
in the name of W-R or in accordance with the instructions of W-R, 
are being acquired for investment only and not for the purpose or 
with the intention of distributing or reselling the same to others. 
Guild is relying on said warranty and representation in the issuance 
of said stock.” 


On February 5, 1959, for reasons discussed below, Roach directed 
that 100,000 shares of the Guild Films stock be issued in the name of 
W-R Corp. and 100,000 shares (represented by two 50,000 share cer- 
tificates ) in the name of Rabco. Meacham, the treasurer of Guild Films, 
directed that the transfer agent stamp this restriction on the stock cer- 
tificates: 

“The shares represented by this certificate have not been 
registered under the Securities Act of 1938. The shares have been 
acquired for investment and may not be sold, transferred, pledged 
or hypothecated in the absence of an effective registration state- 
ment for the shares under the Securities Act of 1933 or an opinion 
of counsel to the company that registration is not required under 
said Act.” 
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The remaining 200,000 shares were not issued as the promised film 
properties were never transferred. 


Although the Guild Films stock was issued “for investment only,” the 
district court found that Roach “unquestionably” purchased it in order 
to have it resold. “In spite of the financial statement submitted by 
him to the Santa Monica Bank in September, 1958, Roach’s financial 
position at that time was far from secure. A good part of the proceeds 
of the loan discussed below he had used to purchase Jacobs stock, in 
turn to post it as collateral for the loan and to fulfill other stock pur- 
chase commitments. Roach was financially pressed in December, 1958, 
when the Jacobs stock dropped to $5; he apparently had commitments to 
purchase more of this stock and no money with which to pay for it; he 
was indebted to the Pacific National Bank in the sum of $53,700 on a note 
which matured in March, 1959; he was unable to pay the Bank’s notes 
as they matured. Although he sorely needed an extension of time in 
which to pay, he was unable to deliver sufficient collateral to accom- 
plish this; he held his creditor at bay by promising additional collateral 
in the form of the Guild Films stock.” These findings are uncontested. 


On December 9, 1958, the Santa Monica Bank learned that the 
Jacobs stock had been suspended from trading on the New York Stock 
Exchange. That bank thereupon wrote to Roach asking him to liquidate 
the loan before December 15, 1958, because the Jacobs stock, which was 
then traded over-the-counter and had dropped in value to $5 per share, 
was “not now considered by our Loan Committee as acceptable col- 
lateral.” After a number of conversations, the Santa Monica Bank agreed 
to renew Roach’s note for 90 days upon deposit of 10,000 additional 
shares of Jacobs stock, or an equivalent in value in Scranton stock or 
upon payment of $30,000. A renewal note dated December 18, 1958 
was sent to Meacham for Roach’s signature, and interest on the matured 
note requested. The Santa Monica Bank agreed to renew on the same 
conditions. The notes were signed and returned, but Meacham re- 
quested “a few days in which to make up our minds” concerning the re- 
quired additional collateral. Until the end of January, 1959, both 
banks were in constant communication with Roach, but no further col- 
lateral was deposited. On December 31, 1958, The Southwest Bank 
had informed him that its renewal would not be effective until additional 
security was supplied, and on January 28, 1959, it wrote to Roach de- 
manding, by February 3, 1959, payment of the November 24, 1958 note, 
then more than six weeks overdue. On February 3, 1959, Roach tele- 
graphed the Santa Monica Bank that he had “deposited $75,000 Guild 
Films, Inc. notes to your account at Chemical Corn Bank, New York. This 
best I can do till I return to Los Angeles next week.” On the basis of this 
telegram, The Southwest Bank wrote to Roach agreeing to defer action 
until February 10th. 








1024 THE BANKING LAW JOURNAL 


The Guild Films Stock 

On that date Roach wired The Southwest Bank that he had sent 
50,000 shares of Guild Films stock to the Santa Monica Bank. By a 
divided vote the Loan Committee of The Southwest Bank decided to 
renew the note, making it payable “On ‘Demand’ if ‘No Demand’ then all 
due March 18, 1959.” On February 12th, one of the 50,000 share Guild 
Films certificates in the name of Rabco T. V. Productions was received 
by the Santa Monica Bank. The restrictive legend quoted above was 
stamped on the face of the certificate. Upon receipt thereof, the Santa 
Monica Bank authorized the Chemical Corn Exchange Bank in New 
York to release the Guild Films notes. 


Subsequent Attempts by the Banks to Sell the Guild Films Stock 

On February 12th, the Santa Monica Bank and The Southwest Bank 
learned that the Jacobs stock had been suspended from all trading by 
the S. E. C. The Santa Monica Bank immediately telegraphed Roach 
demanding payment by February 16th, and stating that otherwise the 
stock would be sold to liquidate the loan. Roach failed to pay and the 
banks attempted to sell the securities through brokers on the American 
Stock Exchange. 

The Guild Films transfer agent refused to transfer the stock to the 
banks because of the stamped restriction. The Santa Monica Bank then 
wired Guild Films that unless the stock was released or exchanged for 
unrestricted securities, the matter would be taken to the American Stock 
Exchange and the S. E. C. “for their assistance and release.” Guild Films 
refused to act; it also refused an offer to exchange the 50,000 shares for 
25,000 shares of unrestricted stock; and no application for registration 
was made to the S. E. C. 

In August, 1959, the Santa Monica Bank brought an action against 
Guild Films in the New York Supreme Court to compel the transfer of 
the stock. On September 18, 1959, that court ordered the transfer of 
the stock to the bank. The court based its order on a referee’s report 
which found that the stock was exempt from the Securities Act of 1988. 
The Santa Monica Bank thereupon ordered 9,500 shares of the Guild 
Films stock sold. The S. E. C. learned of the sale and notified the bank 
and Guild Films that the stock could not be sold without registration. 
The bank then sought a Commission ruling that the stock was exempt. 
Despite an adverse opinion by the Commission, the bank sold an addi- 
tional 10,500 shares on September 24, 1959. At that point, the Commis- 
sion filed this suit to restrain the delivery of these shares and the sale of 
the remainder of the stock. The district court granted a preliminary 
injunction against delivery and further sale. 

The Securities Act of 1933 was primarily intended to “protect in- 
vestors by requiring registration with the Commission of certain infor- 
mation concerning securities offered for sale.” Gilligan, Will & Co. v. 
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S. E. C., 2 Cir., 1959, 267 F.2d 461, 463. An exemption from the pro- 
visions of § 5 of the Act was provided by § 4(1) for “transactions by any 
person other than an issuer, underwriter or dealer” because it was felt 
that no protection was necessary in these situations. See H.R.Rep. No. 
85, 73rd Cong., Ist Sess. (1933) at p. 15. The primary question involved 
in this case is: were appellants issuers, underwriters or dealers within this 
exemption? 

An “underwriter” is defined in §2(11), 15 U.S.C.A. §77b(11), as 
“any person who has purchased from an issuer with a view to, or sells 
for an issuer in connection with, the distribution of any security, . . . or 
participates or has a participation in the direct or indirect underwriting 
of any such undertaking. . . .” The burden of proof is on the one seek- 
ing an exemption. Gilligan, Will & Co. v. S. E. C., supra. 

The banks cannot be exempted on the ground that they did not “pur- 
chase” within the meaning of §2(11). The term, although not defined 
in the Act, should be interpreted in a manner complementary to “sale” 
which is defined in § 2(3) as including “every . . . disposition of ... a 
security or interest in a security, for value... .” In fact, a proposed 
provision of the Act which expressly exempted sales “by or for the ac- 
count of a pledge holder or mortgagee selling or offering for sale or 
delivery in the ordinary course of business and not for the purpose of 
avoiding the provisions of the Act, to liquidate a bona fide debt, a secu- 
rity pledged in good faith as collateral for such debt,” was not accepted 
by Congress. S. 875, 78rd Cong., Ist Sess. (1933) § 126. Cf. Throop & 
Lane, Some Problems of Exemption Under the Securities Act of 1938, 
4 Law & Contemp.Prob. 89, 124 n. 108 (1937). 

Nor is it a defense that the banks did not deal directly with Guild 
Films. This court has recently stated that “the underlying policy of the 
Act, that of protecting the investing public through the disclosure of 
adequate information, would be seriously impaired if we held that a 
dealer must have conventional or contractual privity with the issuer in 
order to be an ‘underwriter’.” S. E. C. v. Culpepper, 2 Cir., 1959, 270 
F.2d 241, 246, following S. E. C. v. Chinese Consol. Benev. Ass’n, 2 Cir., 
1941, 120 F.2d 788, certiorari denied, 1942, 314 U.S. 618, 62 S.Ct. 106, 
86 L.Ed. 497. It was held in these two cases that § 4(1) “does not in 
terms or by fair implication protect those who are engaged in steps 
necessary to the distribution of a security issue. To give Section 4(1) 
the construction urged by the defendant would afford a ready method 
of thwarting the policy of the law and evading its provisions.” S. E. C. 
v. Chinese Consol. Benev. Ass’n, supra, 120 F.2d at page 741. 

The banks have contended that they were “bona fide pledgees” and 
therefore “entitled upon default to sell the stock free of restrictions.” 
They assume that “good faith” in accepting the stock is a sufficient de- 
fense. See Loss, Securities Regulation, 346 (1951). But the statute 
does not impose such a “good faith” criterion. The exemption in § 4(1) 
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was intended to permit private sales of unregistered securities to in- 
vestors who are likely to have, or who are likely to obtain, such informa- 
tion as is ordinarily disclosed in registration statements. See S. E. C. 
v. Ralston Purina Co., 1953, 346 U.S. 119, 73 S.Ct. 981, 97 L.Ed. 1494. 
The “good faith” of the banks is irrelevant to this purpose. It would 
be of little solace to purchasers of worthless stock to learn that the 
sellers had acted “in good faith.” Regardless of good faith, the banks 
engaged in steps necessary to this public sale, and cannot be exempted. 

Without imputing to the banks any participation in a preconceived 
scheme to use the pledge of these securities as a device for unlawful dis- 
tribution, it may be noted that when the 50,000 shares of Guild Films 
stock were received on February 12, 1959, the banks knew that they 
had been given unregistered stock and that the issuer had specifically 
forbidden that the stock “be sold, transferred, pledged or hypothecated 
in the absence of an effective registration statement for the shares under 
the Securities Act of 1933 or an opinion of counsel to the company that 
registration is not required under said Act.” Furthermore, from Roach’s 
prior unfulfilled promises, the banks should have known that im- 
mediate sale was almost inevitable if they were to recoup their loans 
from the security received. On February 11, 1959, the day before the 
stock was received, the S. E. C. suspended trading in the Jacobs stock. 
And on the very day that the stock was received, appellants wired 
Roach that they would call the loan unless payment were made. For 
months the banks had threatened action but declined to act; circum- 
stances finally required action. The banks cannot now claim that this 
possibility was unforseeable. The district court properly enjoined the 
threatened violation. 

Affirmed. 


AMENDMENT TO DEFENSE PRODUCTION ACT 


The Defense Production Act of 1950 (Section 301 of which 
is the basis for guarantees of loans for defense production), 
which would have expired June 30, 1960, has been amended so 
as to continue in force until the close of June 30, 1962, by act of 
June 30, 1960 (Public Law 86-560). 
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Second Written Signature Under Typewritten 
Corporate Name Held Not to Create 
Liability as Co-Maker 


A series of promissory notes contained on their faces a 
corporate maker's typewritten name underneath which ap- 
peared the written signatures of two individuals without any 
indication in what capacity the notes had been signed. The 
holder of the notes brought an action against Beling, the second 
of the individuals, as a co-maker with the corporation. At the 
trial, over the objection of the holder of the notes, Beling in- 
troduced evidence which showed that he was Treasurer of the 
corporate maker and that he intended to place his signature on 
the notes in his representative capacity in accordance with the 
corporation's by-laws. The trial court found for Beling, holding 
that he did not intend to bind himself personally. 

On appeal to the Appellate Division of the Superior Court 
of New Jersey, that court held that the instruments revealed on 
their faces that Beling had bound himself individually and that 
it had been error for the trial court to consider any extrinsic evi- 
dence to the contrary. (77 B. L. J. 342, April, 1960) 

The Supreme Court of New Jersey unanimously reversed 
the judgment for the holder of the notes and reinstated the 
judgment for Beling thereby agreeing with the trial court that 
the notes contained an ambiguity on their face as to whether 
Beling was a co-maker or had merely signed in his representa- 
tive capacity and that it was proper to take evidence to deter- 
mine in which capacity he had signed. Norman v. Beling, 
Supreme Court of New Jersey, 163 A.2d 129. The opinion of 
the court follows: 

BURLING, J.—Plaintiff, an endorsee of a series of promissory notes, 
brought suit in the Essex County District Court against the defendant 
alleging that the defendant was liable on the notes as a co-maker. After 
a trial without a jury, the trial court entered judgment in favor of de- 


fendant. Plaintiff appealed and the Superior Court, Appellate Division, 
reversed the trial court and remanded the cause for entry of judgment 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition )§ 376. 
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in favor of plaintiff. 58 N.J.Super. 575, 157 A.2d 17. We granted certifi- 
cation. 81 N.J. 556, 158 A.2d 453. 

The following is a sample of the notes being sued upon in the instant 
case: 


$50.00 April 8 19 57 
Three Hundred sixty-six days After Date We Promise to Pay 
To The Order Of J. H. Laporte and Company 

Fifty and 00/100 —--—-——————_—_—_———_——— Dollars 
Payable At National State Bank of Newark 

Value Received Teal Corporation 


J. Harold Semar 
Christopher A. Beling 
No. Due April 1, 1958 


Except for dates of maturity, the notes involved were identical to the 
above. In all of the notes, “Teal Corporation” was typewritten on the 
notes and the individuals’ signatures were in handwriting. 

It appears that the Teal Corporation, of which the defendant in 
this suit, Christopher A. Beling, was treasurer, owed a debt to J. H. 
Laporte & Company for services performed for the corporation. Laporte 
met with Beling and J. Harold Semar, president of Teal, to discuss a 
manner of payment of the debt. Apparently no agreement was reached 
but subsequently Laporte received 36 notes in the mail similar in form to 
the note reproduced above and having staggered maturity dates. The 
notes were thereafter negotiated to plaintiff. It appears to be conceded 
that plaintiff had no knowledge of the basis of the transaction between 
Teal and Laporte or the relationship of Beling and Semar to the corpora- 
tion. 

The first twenty-one of the notes to become due were presented as 
directed in the notes and were honored by the Teal Corporation. None 
of the subsequently due notes were honored. Plaintiff thereupon re- 
sorted to Beling for satisfaction, and the present suit was instituted. The 
original complaint alleged that three of the outstanding notes had be- 
come due and were dishonored; but at the time of the hearing in the 
trial court a supplemental complaint was filed alleging that the remain- 
ing twelve notes had since become due and had been dishonored. 

At the trial, plaintiff introduced the notes into evidence, then rested 
his case. Defendant thereupon sought to introduce evidence tending to 
show that defendant intended to sign the notes in his capacity as an 
officer of the corporation and not as a maker. The basis of this offering 
was that the notes were ambiguous on their face as to defendant’s status 
with relation to the notes. The trial court allowed the evidence over 
plaintiff's objection. The effect of this evidence tended to show that 
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Semar was president and Beling treasurer of the Teal Corporation, that 
they had signed the notes in those capacities in accordance with the 
corporation’s by-laws, and that they never intended to bind themselves 
individually. 

On this record, the trial court entered judgment for defendant, hav- 
ing found that defendant's status on the notes was not clear from a 
reading of the notes and that defendant intended to sign the notes in a 
representative capacity rather than in a manner which would bind 
him personally. On appeal, the Superior Court, Appellate Division, held 
that the instruments revealed unambiguously that defendant bound him- 
self individually on the instruments because the form of the signature 
would lead a reasonably prudent man to believe that such an effect was 
intended. On this basis the Superior Court, Appellate Division, reversed 
the trial court and ordered judgment entered in plaintiff's behalf. We 
must decide, therefore, whether the defendant, because of the form of 
his signature, was liable on the instruments without resort to extrinsic 
evidence, or whether the instruments were so ambiguous on this point 
as to require parol evidence to explain the subscriber's intent. If the 
latter course is selected, we must then decide whether the parol evi- 
dence supports a conclusion that defendant is not individually liable 
on the notes. 

First, we should note that the negotiable instruments statute does 
not provide a solution to the problem. The section of that statute rele- 
vant to the problem at hand states: 


“Where the instrument contains or a person adds to his signa- 
ture words indicating that he signs for or on behalf of a principal, or 
in a representative capacity, he is not liable on the instrument if he 
was duly authorized; but the mere addition of words describing 
him as an agent, or as filling a representative character, without 
disclosing his principal, does not exempt him from personal 
liability.” R.S. 7:2-20, N.J.S.A. 


Thus, phrased in terms of the negotiable instruments statute, the 
question to be decided is whether a negotiable instrument signed in the 
manner of those presently being sued upon contains anywhere on its 
face words indicating that the individual has signed for or on behalf 
of a principal. 

Counsel have not cited, nor has our own research disclosed any case 
involving notes of precisely the same form as those in question here. 
There are, however, many cases involving notes containing language 
to the effect that “we promise to pay . . ,” etc., signed with a corporate 
name, immediately followed by the name of an individual without ex- 
press indication that the individual intended to sign in a representative 
capacity. For example, in Belmont Dairy Co. v. Thrasher, 124 Md. 320, 








1030 THE BANKING LAW JOURNAL 


92 A. 766, 767 (Ct.App.1914) the note stated “We promise to pay .. .” 
and was signed simply: 
“Belmont Dairy Co. 
E. C. Thomas.” 


In an action by the payee against Thomas on the note, the court 
held that the note itself did not reveal unambiguously whether Thomas 
signed as a co-maker or merely on behalf of the Dairy Company. To 
clarify this ambiguity, extrinsic evidence was held admissible to demon- 
strate that Thomas signed the note as a representative of the Dairy 
Company and did not intend to bind himself personally on it. In Austin, 
Nichols & Co., Inc. v. Gross, 98 Conn. 782, 120 A. 596 (Sup.Ct.Err.1923), 
a draft was signed “M. Gross.” In the left hand corner of the instrument 
appears: “State Street Grocery Co., Inc., 161 State St., Hartford, Conn.” 
In an action by the payee against Gross, it was held that the face of 
the instrument was ambiguous as to defendant's capacity as a co-maker 
or agent, and hence extrinsic evidence would be allowed to reveal the in- 
tent of the defendant with respect to his status on the instrument. In 
Canton Provision Co. v. Chaney, 70 N.E.2d 687, 688, (Ohio Ct.App.1945) 
a check was signed: 

“Finer Foods 

Jack Chaney” 


In an action by the payee against Chaney, it was held that because the 
check did not reveal unambiguously whether defendant was a co- 
maker or a mere agent acting in behalf of his principal, extrinsic evidence 
was admissible to explain the intent with which the signature was made. 
Other cases reaching this result in similar situations are: First State Bank 
of Denton v. Smoot-Curtis Co., 121 S.W.2d 667 (Tex.Civ.App.1938); 
Fricke v. Belz, 237 Mo. App. 861, 177 S.W.2d 702 (Ct.App.1944); Dun- 
bar Box & Lumber Co. v. Martin, 53 Misc. 312, 103 N.Y.S. 91 (App.T. 
1907). Cf. Rood v. McCann, 103 Ohio App. 55, 144 N.E.2d 263 (Ct.App. 
1957); Hoffstaedter v. Lichtenstein, 203 App.Div. 494, 196 N.Y.S. 577 
(App.Div.1922). It would appear, therefore, that there is ample author- 
ity to hold that a negotiable instrument signed in the following form: 


“XYZ Corporation 
John Doe” 


is prima facie the note of the corporation but that the status of the in- 
dividual as a co-maker or agent acting for a principal cannot definitely 
be ascertained from the signature alone and therefore, unless some other 
portion of the note clears the confusion, extrinsic evidence is admissible 
to clarify the ambiguity. There are cases apparently to the contrary, 
i. e., which would deny the use of extrinsic evidence and also hold the 
individual liable as a matter of law. See, e. g., Murphy v. Reimann 
Furniture Mfg. Co., 183 Or. 474, 193 P.2d 1000 (Sup.Ct.1948); Toon v. 
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McCaw, 74 Wash. 335, 133 P. 469, L.R.A.1915A, 590 (Sup.Ct.1913); Way 
v. Lyric Theater Co., 79 Wash. 275, 140 P. 320 (Sup.Ct.1914). 

We agree, however, with the holding of the cases first discussed, 
i. e., those holding the form of signature being discussed as ambiguous, 
permitting extrinsic evidence to be admitted to explain it. Corporations 
must act by means of agents, Bankers’ Trust Co. v. International Ry. Co., 
207 App.Div. 579, 202 N.Y.S. 561, 567-568 (App.Div.1924), affirmed 239 
N.Y. 619, 147 N.E. 220 (Ct.App.1925), and it is common to expect that 
a corporate name placed upon a negotiable instrument in order to bind 
the corporation as a maker, especially when typewritten on the instru- 
ment, will be accompanied on the instrument by the signature of the per- 
son or persons authorized by the by-laws to sign such instrument. First 
State Bank of Denton v. Smoot-Curtis Co., supra. See L. W. Cox & Co., 
Inc. v. Chemical Bank & Trust Co., 175 Misc. 1063, 26 N.Y.S.2d 38, 42 
(City Ct. 1941). In light of this, we are led to the conclusion that a 
reasonably prudent man would be unable to determine with any degree 
of certainty from the signatures on a note in the following form: 


“XYZ Corporation 
John Doe” 


whether John Doe was a co-maker of the instrument or whether he 
placed his name on the instrument as an agent of the corporation acting 
only on its behalf. Certainly a reasonably prudent man, in light of the 
decisions discussed above, would not accept the instrument, despite the 
factual uncertainty, relying on the individual's liability’s being raised 
as a matter of judicial construction. For the above reasons, and since 
the ambiguity exists on the face of the instrument, parol evidence is 
admissible to determine the status on the instrument of the individual 
whose signature presents the ambiguity. 
Thus far we have been discussing the situation of a negotiable instru- 

ment signed in the following form: 

“XYZ Corporation 

John Doe” 


when the action was by the payee against Doe. Does the same principle 
apply when the signature is in the following form: 


“XYZ Corporation 
John Doe 
Richard Roe” 


and the action is by an endorsee to whom the instrument has been 
negotiated by the payee and against Roe, i. e., the situation in the instant 
case? We hold that the same principle applies and that the second situa- 
tion should produce the same result as the first. 

It is true that here, unlike in the cases discussed above where a single 
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individual signature was involved, there are two signatures following the 
corporate name, and that the person sought to be held is he who placed 
the second signature on the instrument. We do not consider this factor 
decisive, however, because it is a frequent occurrence for corporate by- 
laws to require the signatures of two officers on instruments binding the 
corporation. Good accounting practice recommends this procedure. 
Finney, Principles of Accounting. Introductory 342 (3d ed. 1948); Brink, 
Cashin, Internal Auditing 113 (2d ed. 1958). The instant case is not, we 
should note, like those cases where the instrument was signed 


“XYZ Corporation 
by John Doe 
Richard Roe” 
or 
“XYZ Corporation 
John Doe, 
President 

Richard Roe” 


See Lazarov v. Klyce, 195 Tenn. 27, 255 S.W.2d 11 (Sup.Ct.1953); 
Farmers’ State Bank of Newport v. Lamon, 182 Wash. 369, 231 P. 952, 
42 A.L.R. 1072 (Sup.Ct.1925). On the contrary, in the instant case the 
second signature is identical in form to the first. If there is in this case a 
reasonable uncertainty as to whether the first signature was placed on 
the instrument in a representative capacity, then the same uncertainty 
exists as to the second signature under the facts of this case. 

Nor is any different result indicated because the body of the instru- 
ment contains the phrase “We promise to pay ....” As was stated in 
Reeve v. First National Bank, 54 N.J.L. 208, 211, 23 A. 853, 854, 16 
L.R.A. 143 (E. & A. 1891): 


“I do not perceive any significance in the use of the words, ‘we 
promise to pay’ instead of ‘the company promises to pay.’ The 
contention was that the use of these words raised an implication 
that it was the joint note of the corporation and of Warrick. But 
. . . the word ‘we’ is often used by a corporation aggregate.” 


Finally, we do not believe that the use of extrinsic evidence to clarify 
an ambiguity present on the face of the note should be forbidden be- 
cause the person suing on the notes is an endorsee of the payee and 
was not a party to and is without knowledge of the circumstances under 
which the notes were delivered, in short, a holder in due course for all 
purposes except that the face of the note contains an ambiguity. When 
a defect by way of ambiguity is suggested by the face of the instrument 
the purchaser is put on inquiry because to permit the purchaser to ignore 
such a warning with impunity has no sound basis. Brannan, Negotiable 
Instruments Law, 708 (Beutel, 7th ed. 1948). Such appears to be the 
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settled rule in this State. Phelps v. Weber, 84 N.J.L. 630, 87 A. 469 
(E. & A. 1918). As was said in Germania National Bank of Milwaukee 
v. Mariner, 129 Wis. 544, 109 N.W. 574 (Sup.Ct.1906): 


“It is elementary that, in case a written contract is ambiguous 
in its terms, parol proof of the facts and circumstances under which 
it was executed may be introduced to aid in its construction. This 
rule applies to commercial paper, even in the hands of third persons, 
because, where the ambiguity is apparent to a reasonably prudent 
man on the face of the paper, he is necessarily put on inquiry.” 
109 N.W., at p. 576. 


It has been held, however, in a situation similar to the instant case that 
parol evidence, although admissible against a payee, would not be al- 
lowed to defeat the rights of an endorsee without actual knowledge of 
the individual's status on the instrument. Kraushaar v. Lloyd, 152 Misc. 
269, 273 N.Y.S. 231 (App.T.1934). We choose to follow, however, the 
rule stated in the Phelps and Germania National Bank cases. 

We conclude, therefore, that the instruments in question contained 
an ambiguity on their face as to whether the defendant was a co-maker 
of the notes or signed merely in a representative capacity, and that parol 
evidence was admissible to clarify the ambiguity in the action by the 
plaintiff. Concerning the effect of the extrinsic evidence, suffice it to 
say that we join in the conclusion of the trial court that the defendant 
signed in a representative capacity. Thus we hold that the defendant 
should prevail. Accordingly, the judgment of the Superior Court, Ap- 
pellate Division, is reversed, and the judgment of the Essex County Dis- 
trict Court is reinstated. 

For reversal: Chief Justice WEINTRAUB and Justices BURLING, 
JACOBS, FRANCIS, PROCTOR, HALL and SCHETTINO-—-7. 

For affirmance: None. 


FEDERAL RESERVE BANKS AS FISCAL AGENTS FOR 
INTERNATIONAL DEVELOPMENT ASSOCIATION 


The Act of Congress approved June 30, 1960 (Public Law 
86-565) authorizes any Federal Reserve Bank to act as depository 
or as fiscal agent for the International Development Association. 
The text of this provision of law is as follows: 

Sec. 6. Any Federal Reserve bank which is requested to do 
so by the Association shall act as its depository or as its fiscal 
agent, and the Board of Governors of the Federal Reserve 
System shall supervise and direct the carrying out of these func- 
tions by the Federal Reserve banks. 








1034 THE BANKING LAW JOURNAL 


Savings Bank Directed to Pay out Funds in 
Account Without Presentation of Passbook 


The United States moved for summary judgment for the 
amount of a levy for federal income tax due from a taxpayer 
who was a depositor in Bowery Savings Bank. The savings 
bank defended on the ground that the depositor’s passbook had 
not been surrendered as required by Section 238 of the New 
York Banking Law. 


The court directed judgment for the United States stating 
that the essence of the matter was protection against double 
liability. It was not impressed by the bank’s argument that 
payment without the presentation of the passbook might subject 
it to double liability. The double liability argument proceeds 
upon the theory that an assignee in possession of the passbook 
is entitled to assume that the account cannot be collected by 
someone else while he keeps possession of the passbook. 

In the case of a bank which has prescribed the requirement 
that payment will not be made without presentation of the pass- 
book, the court stated that this is only a banking convenience 
and “Presumably the bank . . . could waive it without subject- 
ing itself to liability to some assignee of the passbook of whom 
it has never heard”. In the case of savings banks the double 
liability argument ignores Section 238 of the New York Bank- 
ing Law which permits payments to be made “in cases of loss 
of passbook, or other exceptional cases where the passbooks 
cannot be produced without serious inconvenience to deposi- 
tors” and which provides also that payment “may be made upon 
the judgment or order of a court”. United States v. Bowery 
Savings Bank, United States District Court, $.D., New York, 
185 F.Supp. 30. The opinion of the court follows: 


DIMOCK, D. J.—This is a motion by plaintiff, the United States, under 
Rule 56, F.R.Civ.P., for summary judgment for the amount of a levy for 
federal income tax due from Clare Peter Johnson, Jr., a depositor in 
defendant Bowery Savings Bank. The defense is that the savings bank’s 
passbook has not been surrendered. The applicable statutory provision 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 1365. 
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in subdivision 3 of section 288 of the New York Banking Law, Consol. 
Laws, c. 2, the pertinent part of which is copied in the margin. 

If my decision in United States v. Emigrant Industrial Sav. Bank, D.C. 
S.D.N.Y., 122 F.Supp. 547, is to be followed the motion must be granted. 
The cases are indistinguishable. Defendant here, however, points to an 
error in my opinion in the Emigrant Bank case and argues that the case 
was wrongly decided. 


In that case I relied upon United States v. Manufacturers Trust Co., 
2 Cir., 198 F.2d 366, which permitted recovery by the United States 
without presentation of the passbook in a case like this except that de- 
fendant was a commercial bank instead of a savings bank and the pro- 
visions for presentation of the passbook were contractual requirements 
of the bank rather than statutory requirements as in the Emigrant Bank 
case and here. I said that statutory requirements might be such as to 
make presentation of the passbook a condition to the relationship of 
debtor and creditor and thus affect the right itself and prevent recovery 
by the United States. I held, however, that the statutory requirements 
were not such as to affect the right and that the Manufacturers Trust 
case was controlling in principle. 


I said that the essence of the matter was protection against double 
liability. The argument that payment by the bank without presentation 
of the passbook might subject it to double liability is based upon the 
theory that an assignee in possession of the passbook is entitled to assume 
that the account cannot be collected by someone else while he keeps 
possession. Justice, now Judge, Foster answered that argument in 
Myers v. Albany Sav. Bank, 270 App.Div. 466, at page 470, 60 N.Y.S.2d 
477, at page 480, affirmed 296 N.Y. 562, 68 N.E.2d 866, reargument de- 
nied 296 N.Y. 636, 69 N.E. 2d 484, 485? by saying: “This ignores the fact 
that an assignee is put upon notice by the very terms of the by-laws, 
printed in the passbook, that a new passbook may be issued under certain 
circumstances. It also ignores the Banking Law, Section 238, which pro- 
vides in part that payments may be made upon the judgment or order 


1“3. Except as provided in subdivisions four and five of this section, a savings 
bank shall not pay nor shall a depositor, his assignee nor anyone claiming through 
a depositor, be entitled to receive any dividend or deposit, or portion of a deposit, 
unless the passbook of the depositor be produced and the proper entry be made 
therein at the time of the payment. The board of trustees, however, may provide 
in the by-laws for making payments in cases of loss of passbook, or other exceptional 
cases where the passbooks cannot be produced without serious inconvenience to 
depositors. The right to make such exceptional payments shall cease when the 
superintendent shall so direct, upon his being satisfied that such right is being 
improperly exercised. Payments, however, may be made upon the judgment or 
order of a court.” 

2In denying reargument the Court of Appeals said: “This court, in affirming 
the judgments below, decided only that on the facts of this particular case, en- 
forcement of defendant’s by-law requiring an indemnity bond is unreasonable.” I 
do not understand that this means any more than that the other points decided 
by the Appellate Division are still open in the Court of Appeals. 
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of the court.” Judge Chase in the Manufacturers’ Trust case answered 
the same argument by saying that the regulation requiring the presen- 
tation of the passbook was not enforcible to the letter in every case even 
where the original depositor makes the demand, citing the Myers case, 
and concluded that it was but a banking convenience. 

Presumably the bank, having prescribed this requirement for its 
own convenience, could waive it without subjecting itself to liability to 
some assignee of the passbook of whom it had never heard. 

I held in the Emigrant Bank case, following the Myers case, that the 
double liability argument was no more tenable where the provision for 
surrender of the passbook was that prescribed by the New York statute 
than where it was a regulation prescribed by the bank. In each case the 
requirement was merely for the convenience of the bank. 

In both the Myers case which dealt with the state statute and the 
Manufacturers Trust case which dealt with the bank’s regulation, the 
argument was made that the decision ought to be that the account could 
not be collected without the passbook because, if such collection were 
allowed, an assignee holding a passbook, who had relied on the rule that 
collection was impossible without a passbook, would be entitled to col- 
lect the account a second time. In each case the argument was answered 
by the statement, in substance, that the reasoning assumed the very ques- 
tion at issue. The assignee holding the passbook would not be entitled 
to rely on a rule that the account could not be collected without the 
passbook unless there was such a rule. Judge Chase in the Manufac- 
turers Trust case pointed out that the requirement of the regulation was 
not enforcible to the letter. The statute, section 238, subdivision 3, of 
the New York Banking Law, similarly, permits the board of trustees 
of a savings bank to provide in the by-laws for making payments “in 
cases of loss of passbook, or other exceptional cases where the pass- 
books cannot be produced without serious inconvenience to depositors.” 

Another provision of section 238, subdivision 3, of the New York 
Banking Law which would preclude any reliance on possession of the 
passbook as assurance that the deposit was intact is the following: “Pay- 
ments, however, may be made upon the judgment or order of a court.” 

Defendant argues that this provision applies only when the superin- 
tendent has determined that the right to make exceptional payments is 
being improperly exercised. The history of the provision makes it clear 
that its application is not so limited. The form of the provision in section 
266 of Chapter 409 of the New York Laws of 1882 is as follows: 


“§ 266. ... [N]o savings bank shall . . . pay any interest or de- 
posit, or portion of a deposit, or any check drawn upon itself by 
a depositor unless the pass-book of the depositor be produced, and 
the proper entry be made therein at the time of the transaction; 
provided, however, that the board of trustees may by their by-laws 
provide for making payments in cases of loss of pass-book, or 
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other exceptional cases where the pass-book cannot be produced 
without loss or serious inconvenience to depositors, the right to 
make such payments to cease, however, when so directed by the 
superintendent of the banking department upon his being satisfied 
that such right is being improperly exercised by any savings banks; 
and provided further, that payments may be made upon the judg- 
ment or order of a court or the power of attorney of a depositor.” 


Each of the two provisos, the one beginning “provided, however,” 
and the other beginning “and provided further, that payments may be 
made upon the judgment or order of a court” separately modifies the 
prohibition of payment without presentation of the passbook. 

It was in connection with this provision for payment of the deposit 
upon order of the court without presentation of the passbook that I fell 
into error. Counsel for the Emigrant Bank had cited the case of Mitchell 
v. Home Savings Bank, 38 Hun, N.Y., 255. That case proceeded on the 
theory that an assignee of a passbook who read in it the rule against 
payment without presentation was entitled to believe that possession 
secured to him the deposit though he gave no notice to the bank. My 
comment was, 122 F.Supp. 547, 550, “That, however, was before the 
New York statute permitted payment without the passbook upon order 
of court. Since the statutory change an assignee of a pass book is no 
longer entitled to believe that the deposit is safely his so long as he holds 
on to the book.” It now appears that a provision that payments might 
be made upon the judgment or order of a court has been in existence at 
least since the enactment of the above quoted section 266 of Chapter 
409 of the New York Laws of 1882, well before the decision of Mitchell 
v. Home Savings Bank. 

As counsel for the Bowery Savings Bank here charitably point out, I 
was repeating an error of the court in the opinion in Myers v. Albany Sav. 
Bank, 270 App.Div. 466, 60 N.Y.S.2d 477, supra, a case on which Judge 
Chase relied in reaching his conclusion in the Manufacturers Trust case. 

The question raised is whether my conclusion in the Emigrant Bank 
case is vitiated by the fact that, contrary to my statement, Mitchell v. 
Home Savings Bank was not distinguishable on the ground that there 
was no provision at the time of its decision that payment might be made 
upon the judgment or order of a court. In other words, does the error 
of the court in Myers v. Albany Sav. Bank so weaken that case as to 
render erroneous the decision of our Court of Appeals in the Manufac- 
turers Trust case and consequently to render erroneous my decision in 
the Emigrant Bank case? 

The worst that can be said of the Myers case is that the court reached 
a result contrary to the result reached in the past by a court of co-ordinate 
jurisdiction and that it distinguished the earlier case on an untenable 
ground. That does not rob the Myers case of authority. As to the nature 
of the interest of the holder of a passbook in a New York savings bank the 
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federal courts are bound by New York law as stated by the latest decision 
of the highest court of the state which has considered the problem. 
Even though the latest decision were palpably wrong in holding that an 
earlier contrary case was distinguishable, that would be no business of 
the federal courts. Since our Court of Appeals in the Manufacturers 
Trust case was thus justified in relying on the Myers case as authority 
I am justified in relying on the Manufacturers Trust case as authority. 
The fact that I was wrong in thinking that the earlier Mitchell v. Home 
Savings Bank case was distinguishable from the later Myers case has 
no tendency to vitiate my conclusions in the Emigrant Bank case. 


Judgment is directed for plaintiff. 
Settle judgment on notice. 


Makers’ Negligence Bars Assertion of Fraud 
as Defense to Suit on Note by Holder in 
Due Course 


Mr. and Mrs. Tholen engaged Belle Aire Construction Com- 
pany to replace the siding on their home. The Tholens signed 
a promissory note for the contract amount and filled out a credit 
application on an approved FHA Title I form together with a 
completion certificate. Upon review of the documents, Allied 
Building Credits Inc. agreed to purchase the Tholen note. Belle 
Aire endorsed the note without recourse to the order of Allied. 
Because of faulty work by Belle Aire the Tholens refused to 
pay the note in full. The United States indemnified Allied 
under the provisions of the National Housing Act and then 
brought suit on the note against the Tholens. While the Tholens 
remembered signing their names more than once, they remem- 
bered signing no note and stated that they were told by Belle 
Aire that the additional signatures were required only as a 
matter of form. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition)§ 598. 
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In a detailed discussion of the issues the court held (1) in 
determining the rights of the United States in connection with 
commercial paper obtained from lending institutions under the 
FHA Title I insurance program state law rather than federal law 
applies; (2) the endorsement of the note without recourse gave 
rise to no inference of any infirmity in the note; (3) the re- 
lationship of Allied, the finance company, to Belle Aire was not 
such as to deprive Allied of its status as a holder in due course 
and make it a party to the original contract between the Tholens 
and Belle Aire; and (4) fraud as a real defense is good as 
against a holder in due course where the maker is unaware 
that a note is being secured from him and where the maker is 
not negligent. In holding for the United States on its motion 
for summary judgment the court stated that while the Tholens 
had been wronged by Belle Aire their negligence in signing the 
note barred them as a matter of law from raising that defense. 
United States v. Tholen, United States District Court, N.D., 
Iowa, 186 F.Supp. 346. The opinion of the court in part follows: 


GRAVEN, D. J.—This is an action by the plaintiff as assignee of a 
written instrument which it alleges is the negotiable promissory note 
of the defendants, Ben and Annie Tholen. The plaintiff has moved for 
summary judgment under Rule 56 of the Federal Rules of Civil Pro- 
cedure, 28 U.S.C.A. 

The plaintiff acquired the instrument from Allied Building Credits, 
Inc. by reason of indemnifying that corporation pursuant to an insurance 
contract negotiated under the provisions of the National Housing Act 
of June 27, 1934, c. 847, 48 Stat. 1246, 12 U.S.C.A. § 1701 et seq. and 
the subsequent amendments thereto. The defendants made due and 
timely demand for a jury trial. 

In connection with the motion, the parties submitted a number of 
affidavits. The defendants were orally examined and cross-examined at 
considerable length and one Glenn McClain, a former branch manager 
of Allied Building Credits, Inc., who handled the transaction here in- 
volved in behalf of that company, was also orally examined and cross- 
examined at considerable length. Transcripts of the examinations were 
submitted with the motion, so there was available for consideration by 
the Court practically all the evidence the parties would present at the 
trial of the case. 

Ben Tholen and Annie Tholen, the defendants, reside on a farm home 
owned by the former near the City of Tipton, Cedar County, Iowa. 
Allied Building Credits, Inc. is a corporation engaged in finance opera- 
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tions. It operates in many states. Its head office is in Los Angeles, 
California. It has a branch office at Davenport, Iowa. Glenn McClain 
was the manager of that office from 1948 until October, 1955. The Belle 
Aire Construction Company is an Iowa corporation engaged in construc- 
tion work with its principal place of business at Davenport, Scott County, 
Iowa. The Belle Aire Construction Company will hereinafter be usually 
referred to as Belle Aire and Allied Building Credits, Inc. will hereinafter 
be usually referred to as Allied. 

In December, 1952, the defendants, Ben and Annie Tholen, were 
approached by the representatives of the Belle Aire Construction Com- 
pany. They were persuaded to enter into a written agreement engaging 
the Belle Aire Construction Company to replace the siding on the Tholens’ 
farm home. The contract price for the required labor and materials was 
$1,500 with nothing to be paid down and the balance to be paid in six 
equal semi-annual installments. Interest and carrying charges were to be 
added to the installment payments as an addition to the original contract 
price. The total price, including interest and carrying charges, was to 
amount to $1,755.06. The contract specified that the labor and materials 
were guaranteed by the contractor. 


It is the plaintiff's contention that this note was given to Belle Aire 
in order to secure payment in the above described transaction. The 
face value of the note is $1,755.06 and the installment payments pro- 
vided for in the note are identical with those detailed in the form con- 
tract for labor and materials previously described. It is the contention 
of the defendants, Ben and Annie Tholen, that the form contract for 
labor and materials constituted the entire agreement between the parties. 
They admit that the signatures upon the note are their signatures but 
contend that they do not remember signing the instrument. The Tholens 
admit signing their names more than once but allege that they were 
told by one Jack Horber, president of Belle Aire, that the additional 
signatures were required only as a matter of form, that nothing they 
signed would be negotiated, and that Belle Aire would guarantee the 
work to be done. Mrs. Tholen admitted that they were told at the time 
of signing that their installment payments were to be made at the offices 
of Allied Building Credits, Inc. 


In October, 1952, Belle Aire made application to the Davenport office 
of Allied for service under the Federal Housing Administration Title I 
Program. Allied made inquiry as to Belle Aire through a national re- 
porting agency and then approved Belle Aire as a dealer for whom it 
would handle home-improvement transactions. Allied processed the ap- 
plication in the same manner as it processed the applications of hundreds 
of dealers. On December 11, 1952, Belle Aire submitted to Allied’s 
Davenport office an FHA conforming credit application as to the Tholen 
transaction. The application was accompanied by a written credit re- 
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port from a local reporting agency reporting as to the financial condition 
and paying habits of the Tholens. The credit application contained 
representations from the Tholens as to their occupation, income, ob- 
ligations, and the equity in the property to be improved in support of 
their application for credit in connection with the remodeling of their 
farm home. The credit application was made on an approved FHA 
Title I form. It bears the handwritten date of December 11, 1952. Pre- 
ceding the blanks provided for signatures there appears in bold print 
the following: 


“APPLICANT—IMPORTANT—READ BEFORE SIGNING 

“The selection of a contractor or dealer, acceptance of materials 
used, and work performed is YOUR responsibility. Neither the 
FHA nor the financial institution guarantees the material or work- 
manship or inspects the work performed.” 


Upon review of the application, Allied agreed to purchase the Tholen 
note from Belle Aire on a nonrecourse basis upon completion of the 
improvement and the submission of the proper supporting documents. 
On January 5, 1953, Belle Aire submitted a completion certificate signed 
by Ben Tholen and the other necessary supporting documents, and on 
that date Allied purchased the note in question. 
The FHA Title I Completion Certificate is addressed to Allied 
Building Credits, Inc. It reads, in part, as follows: 
“In accordance with my (our) Credit Application dated 12-11- 
52 for a loan pursuant to the provisions of Title I of the National 
Housing Act: 
“CHECK HERE IF LOAN IS TO PAY FOR COST OF 
MATERIALS AND INSTALLATION. 
“J I (We) hereby certify that all articles and materials 
have been furnished and installed and the work satisfactorily 
completed on premises indicated in my (our) Credit Application. 


° oO o 2 ° 


“NOTICE TO BORROWER 
Dealer will present this Certificate to you for signature AFTER 
the work or the materials have been satisfactorily completed or 
delivered. DO NOT SIGN this Certificate until you are satisfied 
that the dealer has carried out his obligations to you. The selec- 
tion of a dealer, the acceptance of materials used and work per- 
formed is YOUR responsibility. Neither the FHA. nor the finan- 
cial institution guarantee the material or workmanship or inspect 
the work performed. 
“(Signature ) 

/s/ Ben Tholen 
“READ BEFORE SIGNING” 
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In the form the foregoing notice appeared in italics. The completion 
certificate also contains the following statement from Belle Aire: 


“For the purpose of inducing the payment of proceeds of this 
loan and the insurance thereof by the FHA the undersigned cer- 
tifies and warrants that the above work or materials constitute 
the entire consideration for which this loan is made, that a copy 
of the contract or sales agreement has been delivered to the bor- 
rower and the above financial institution, that this work was satis- 
factorily completed or materials delivered, that the above cer- 
tificate was signed by the borrower after such completion or 
delivery, and that the signatures hereon and on the note are 
genuine. 

“/s/ Belle Aire Construction Co. Inc. 
“(Name of Dealer) 
“By /s/ Jack Horber 
“(Signature)” 


At the bottom of the form the following appears: 
“WARNING: 

“Any person who knowingly makes a false statement or a 
misrepresentation in this certificate shall be subject to a fine of 
not more than $5,000 or to imprisonment for not more than 2 
years, or both, under provisions of the United States Criminal 
Code.” a lacie ain mma 





In the form the warning appeared in italics. 

The work had not been completed on January 1, 1953. It was not 
completed until February, 1953. 

After purchasing the note, Allied furnished the Tholens with a coupon 
book authorizing the transaction and containing installment coupons to 
be used by the Tholens in making their payments to Allied. At the time 
of the purchase, Allied issued its check to Belle Aire for $1,500. It was 
heretofore noted that the contract price for the work was $1,500 but the 
amount of the note was $1,755.06 because of the addition of interest and 
carrying charges. Those charges were retained by Allied. The first 
semiannual installment of the note, due on July 1, 1953, was paid by 
the Tholens to Allied on July 2, 1953, and the second semiannual in- 
stallment, due on January 1, 1954, was paid by the Tholens to Allied on 
January 5, 1954. Prior to July 1, 1954, the due date of the third semi- 
annual installment, the Tholens expressed their dissatisfaction with the 
improvement but paid that semiannual installment. They made no more 
payments on the note. Allied, upon learning of the dissatisfaction of 
the Tholens with the improvement, applied pressure upon Belle Aire 


— 


ee 
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to rectify the situation. Belle Aire made some offer to the Tholens which 
was refused by them. When it appeared that Belle Aire was not going 
to straighten out the matter, Allied removed Belle Aire from its list of 
approved dealers. Upon default of the Tholens, Allied was indemnified 
by the Federal Housing Administration in accordance with the applicable 
regulations and the note was assigned to the plaintiff. 

It is the contention of the defendants that the quality of both the 
materials and workmanship employed on the exterior of their home by 
Belle Aire was faulty and a good defense against any obligation owing 
from them to that contractor. The defendants have recovered a judg- 
ment against Belle Aire for the full amount of the contract price in the 
District Court of Iowa in and for Scott County. They have been unable 
as yet to realize upon this judgment. The defendants urge that the 
plaintiff may not recover on this instrument because Allied, under whose 
rights the plaintiff is claiming, was not a holder in due course of this 
instrument and therefore any defenses available against Belle Aire may 
be urged against the plaintiff. Secondly, the defendants allege that even 
if Allied were a holder in due course, defendants have a valid defense 
of fraud as to the character of the instrument signed. They urge that 
an instrument obtained under such circumstances is a nullity and not 
enforceable even at the instance of a holder in due course. 

In United States v. Daubendiek, D.C.N.D.Iowa 1959, 25 F.R.D. 50, 
at page 55, this Court stated: 


“Under Rule 56(c) the court is authorized to summarily deter- 
mine whether a bona fide issue of fact exists between the parties. 
If the court determines that such an issue is presented, the rule is 
inapplicable. On the other hand, if the pleadings or other proof 
of either party discloses that no real cause of action or defense 
exists, the court may determine that there is no issue to be tried 
by a jury and grant a summary judgment.” 


The defendants in the instant case admit making three payments 
as required by the terms of the note and do not claim to have paid 
anything more. There appears, therefore, to be no controversy as to 
the unpaid balance remaining on the note, but only as to the validity 
of the makers’ defenses to suit on the note. The pivotal question to be 
answered in ruling on this motion is whether a determination of the 
validity of these defenses raises a genuine issue as to any material fact 
or whether their validity may be determined on the uncontroverted facts 
as a matter of law. In determining the true nature of the defenses 
alleged, it is first necessary to determine what body of law is to be ap- 
plied to determine the rights of these litigants. Some relatively recent 
decisions of the United States Supreme Court make it apparent that 
state law may not always be applicable when dealing with the rights 
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and liabilities of federal agencies. See United States v. Standard Oil 
Co., 1947, 332 U.S. 301, 305, 67 S.Ct. 1604, 91 L.Ed. 2067; United States 
v. Allegheny County, 1944, 322 U.S. 174, 183, 64 S.Ct. 908, 88 L.Ed. 1209; 
D’Oench, Duhme & Co., Inc. v. Federal Deposit Insurance Corp., 1942, 
315 U.S. 447, 456, 62 S.Ct. 676, 86 L.Ed. 956. Similarly the doctrine 
of Clearfield Trust Co. v. United States, 1948, 318 U.S. 363, 63 S.Ct. 573, 
87 L.Ed. 838, severely limits the application of state law in cases in- 
volving the commercial paper of the federal government. While it might 
be considered that loan instruments which are executed preparatory to 
and anticipatory of FHA Title I insurance of the loan could come within 
the scope of the rule just referred to, it seems that in all of the many 
cases found the local version of the Uniform Negotiable Instruments Act 
has been regarded as applicable in determining the rights of the United 
States in connection with commercial paper obtained from lending in- 
stitutions under the FHA Title I Insurance Program. See United States 
v. Dobbins, 5 Cir., 1943, 189 F.2d 169; United States v. Novsam Realty 
Corp., 2 Cir., 1942, 125 F.2d 456; United States v. Hansett, 2 Cir., 1941, 
120 F.2d 121; United States v. Brownlee, D.C.1958, 168 F.Supp. 42; 
United States v. Klatt, D.C.1955, 185 F.Supp. 648; United States v. 
Castillo, D.C.1954, 120 F.Supp. 522; United States v. Johnson, D.C.1952, 
102 F.Supp. 818. In United States v. Hansett, supra, the trial court had 
entertained some doubt in his application of the local Negotiable In- 
struments Law to the FHA transaction. In affirming, the Court of Ap- 
peals for the Second Circuit said (120 F.2d at page 122): 


“We do not share the doubts of the judge as to the applicabil- 
ity of the ordinary law merchant to transactions financed under 
the National Housing Act; on the contrary it will promote its 
purposes to make fluid in the usual way all commercial paper 
issued by those for whose benefit it was enacted.” 


It is the view of the Court that the transaction before it is to be governed 
by the statutory and decisional law of the State of Iowa. 

The amount of consideration paid by Allied for the note is not con- 
troverted. The amount of the consideration paid for a note may become 
of importance in determining whether the holder is a bona fide pur- 
chaser. Windell v. Steinhoff, 1931, 211 Iowa 999, 234 N.W. 795, 797. 
In the case of Danford v. Winter, 8 Cir. 1951, 192 F.2d 987, 938, in a 
case arising under the Iowa law, the United States Court of Appeals for 
this circuit stated that the fact that a purchaser paid substantially the 
full amount called for by the note was strong evidence of good faith. 
In the present case the note was indorsed by Belle Aire to Allied “with- 
out recourse.” The fact that a note is indorsed “without recourse” gives 
rise to no inference of any infirmity in the note. Smith v. Breeding, 196 
Iowa 670, 195 N.W. 208, 209. Thus, it stands uncontroverted that Allied 
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purchased the note in question for full value, before maturity, prior to 
any dishonor of it, and prior to any notice imparted to Allied by the 
Tholens as to any infirmity in the title of Belle Aire thereto. 

The defendants contend that Allied cannot be a holder in due course 
because Belle Aire was acting as the agent of Allied in securing the 
execution of the Tholen note. The defendants rely upon the course or 
method of dealing between Allied and Belle Aire to establish this rela- 
tionship. In that connection they refer to, among other things, the 
furnishing of forms by Allied to Belle Aire. The contract form was 
printed by Belle Aire. The name of Allied does not appear in the 
printed blank form. The credit application form and the completion 
certificate form were approved official FHA forms which were printed 
and furnished to Belle Aire by Allied. The name of Allied does not 
appear in those printed blank forms. The form note was also printed 
by Allied and furnished to Belle Aire. While its name is not in printed 
form in the space provided for the name of the payee (that space being 
blank), in the corner of the face of the note there appears in printing 
the following: “Negotiable and payble at any office of ALLIED BUILD- 
ING CREDITS, INC., with exchange.” On the back of the note there 
appears in printing the following: 


“WITHOUT RECOURSE PAY TO THE ORDER OF 
ALLIED BUILDING CREDITS, INC. 


(Dealer or Contractor )” 


No Iowa cases have been found which discuss the problem of wheth- 
er a course of dealing between a finance company and a dealer from 
whom it purchases negotiable paper for value before maturity may 
negative the finance company’s status as a holder in due course of such 
paper. There are, however, a number of such cases from other jurisdic- 
tions, many of which are collected in 128 A.L.R. 729 (1940). In Com- 
mercial Credit Co. v. Childs, 1940, 199 Ark. 1073, 187 S.W.2d 260, 128 
A.L.R. 726, a finance company furnished an auto dealer with the forms 
for negotiable notes and conditional sales contracts. An indorsement 
of the notes from the dealer to the finance company was printed on the 
back subject only to signature. The note in question was executed from 
the purchaser of an automobile to the dealer on one of these forms and 
negotiated to the finance company almost simultaneously with the sales 
transaction. The Arkansas Supreme Court, in affirming a jury verdict 
that the finance company was not a holder in due course, stated (at 
page 262 of 187 S.W.2d, at page 729 of 128 A.L.R.): 


“It [the finance company] financed the deal, prepared the in- 
strument, and on the day it was executed took an assignment of it 
from the Arkansas Motors, Inc. Even before it was executed it 








1046 THE BANKING LAW JOURNAL 


prepared the written assignment thereon to itself. Rather than 
being a purchaser of the instrument after its execution it was to 
all intents and purposes a party to the agreement and instrument 
from the beginning.” 


In Mutual Finance Co. v. Martin, Fla. 19538, 63 So.2d 649, 44 A.L.R.2d 1, 
a finance company furnished an appliance dealer with forms for notes 
and conditional sales contracts. The notes provided that the finance com- 
pany’s office was to be the place of payment and contained a printed 
indorsement to the finance company on the back, needing only the deal- 
er’s signature. The dealer sold a deep freeze to the defendant with the 
finance company investigating defendant’s credit before the sale was 
made. The dealer took defendant’s note for the unpaid purchase price 
and sold it to the finance company the following day. When the finance 
company later sued defendant on the note, the Court held that it was 
not a holder in due course and was subject to the defenses available 
against the dealer. The Court found that the finance company was a 
party to the original transaction because it had in effect made the loan 
to the buyer through the dealer. The Court stated (at page 653 of 
63 So.2d): 


“We believe the finance company is better able to bear the 
risk of the dealer’s insolvency than the buyer and in a far better 
position to protect his interests against unscrupulous and insolvent 
dealers.” 


Similarly, in Buffalo Industrial Bank v. De Marzio, Buffalo City Ct.1937, 
162 Misc. 742, 296 N.Y.S. 783, at page 785, reversed on other grounds 
Sup.Ct. 1987, 6 N.Y.S.2d 568, the Court stated: 


“It is common knowledge that, whatever the situation as to 
finance companies was in the past, today they have become de 
facto departments of the great automobile businesses, without 
which these industries could no more operate than sans their 
assembly lines. The fiction has been permitted to flourish that 
these finance companies are foreign and distinct organizations, a 
fiction which no one, however, believes. . . . The finance com- 
pany, being a de facto part of a great conditional sale commercial 
machine, should be no more allowed to escape from the effects of 
the misrepresentation of a salesman than is the merchant himself.” 


It should be pointed out, however, that in the De Marzio case, as well 
as in Mutual Finance Co. v. Martin, supra, the finance company in- 
vestigated the customer's credit before any contract was entered into 
between the dealer and the customer. Similarly, in Commercial Credit 
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Corp. v. Orange County Mach. Works, 1950, 34 Cal.2d 766, 214 P.2d 
819; Citizens’ Loan Corp. v. Robbins, La.App. 1949, 40 So.2d 503; and 
C.1.T. Corp. v. Emmons, La.App.1940, 197 So. 662, particular courses 
of dealing between finance companies and dealers were held to negative 
the status of the finance companies as holders in due course. In each 
of these cases, however, the finance company had actually directed the 
transaction between the dealer and the maker of the note from its 
inception. 

In Davis v. Commercial Credit Corp., 1950, 87 Ohio App. $11, 94 
N.E.2d 710, a finance company in a transaction insured under the FHA 
Title I program had furnished note forms to a contractor which had a 
printed assignment to the finance company on the back needing only 
the contractor’s signature. The notes had been assigned to the finance 
company at the same time that they were signed by the maker. The 
finance company was held not to be a holder in due course in this 
transaction. However, the result turned in part upon the finance com- 
pany’s knowledge of the grossly inadequate consideration given for the 
notes in the first instance. 


In Palmer v. Associates Discount Corp., 1941, 74 App.D.C. 386, 124 
F.2d 225, the fact that a note purchased by a finance company referred 
to an extrinsic agreement between the finance company and a dealer 
to set up a reserve fund was found to negative the finance company’s 
status as an innocent purchaser of the note. In United States v. Schaeffer, 
D.C.1940, 33 F.Supp. 547, a Federal Court found that a finance com- 
pany was in fact a subsidiary of a supplier. The Court held that because 
the finance company was the alter ego of the supplier, it was subject to 
the same defenses. In so holding, however, the Court stated that the 
same result would not apply to a truly independent finance company. 
See also United States v. Klatt, D.C.1955, 185 F.Supp. 648. 


Several courts are of the view that the furnishing of forms for notes 
and conditional sales contracts is not in itself evidence of a sufficiently 
close relationship between finance company and dealer to negative the 
finance company’s status as a holder in due course. Public Loan Corp. 
of Little Rock v. Terrell, 1955, 224 Ark. 616, 275 S.W.2d 485; Allied 
Bldg. Credits, Inc. v. Mathewson, 1952, 835 Mich. 270, 55 N.W.2d 826; 
Mayer v. American Finance Corp., 19385, 172 Okl. 419, 45 P.2d 497; 
Implement Credit Corp. v. Elsinger, 1954, 268 Wis. 143, 66 N.W.2d 657, 
67 N.W.2d 873. See Davis & Worrell v. General Motors Acceptance 
Corp., 1922, 153 Ark. 626, 241 S.W. 44. The fact that all the parties 
involved in the transaction knew at the time of the execution of the in- 
strument that it was to be negotiated to the finance company has been 
found not to affect the finance company’s position as a holder in due 
course. Garst v. General Contract Purchase Corp., 1947, 211 Ark. 526, 
201 S.W.2d 757; Prudential Savings Bank v. Tomassone, Sup.Ct.1957, 
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7 Misc.2d 444, 164 N.Y.S.2d 620. In the latter case the whole transaction 
of securing and assigning the note took place in the offices of the bank 
which claimed as a holder in due course. This was held not to negative 
the bona fides of the bank’s purchase or make them a party to the original 
transaction. 


Implement Credit Corp. v. Elsinger, supra, commented on in 39 
Minn.L.Rev. 775 (1955), presents a full discussion of this area of the 
law. There a finance company organized by a few implement dealers 
to finance sales transactions for the members of an implement dealers’ 
association, but which was not controlled by the association itself, fur- 
nished to the association members forms upon which conditional sales 
contracts and negotiable notes could be executed. On the back of each 
note form was a printed assignment from the dealer to the finance com- 
pany. In addition, the finance company entered into a dealer’s agree- 
ment with each dealer setting up a reserve fund to protect the finance 
company from losses. The Court held that such a relationship between 
the parties did not deprive the finance company of its status as a holder 
in due course. The Court said (at page 666 of 66 N.W.2d): 


“A very considerable segment of our economy is dependent for 
its continued prosperity upon such free flow of credit, and any- 
thing which delays or impedes such process may well be regarded 
as against the public interest. Finance companies and banks 
hesitate to purchase such notes, contracts, and chattel mortgages, 
if executed on printed forms with which they are not familiar, 
without first submitting them to the scrutiny and opinion of their 
attorneys. To obviate such delays and expense, these financial 
institutions have widely adopted the practice of having their own 
attorneys draft forms of notes, including the indorsements or 
assignments on the back ... By so doing such banks and fi- 
nance companies are better enabled to render prompt service to 
dealers when they present customer paper for discount because 
there is no delay in passing on the forms of the instruments when 
their own forms have been used by the dealers. 


“We can perceive of no reason based upon either logic or pub- 
lic policy why a finance company or bank which supplies such 
blank printed forms should be held thereby to have constituted 
the dealers their agents, or should be deemed to have participated 
in the sale by the dealer to the customer .... For these 
reasons, this court does not consider the cases of Commercial 
Credit Co. v. Childs, supra, and Mutual Finance Co. v. Martin, 
supra, holding to the contrary on this point should be followed 
as precedents in this state for we believe them to be based upon 
an unsound premise.” 
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It is the view of the Court that there is no factual controversy as to 
the actual relationship between Allied and Belle Aire, but only as to 
the legal consequences of such relationship. The Court finds that the 
record made upon this motion discloses no relationship between Allied 
and Belle Aire which would make the former a party to the original 
contract made with the Tholens. This contract was between Belle Aire 
and the Tholens and involved no one else. Allied did not enter the 
transaction until it was completed as between the original parties thereto. 
Allied was free at that stage not to have purchased the paper. Similarly, 
the use of Allied’s printed form did not prevent Belle Aire from selling 
the note to another finance company. There is evidence in the record 
that Belle Aire did in fact sell its paper to other finance companies. The 
furnishing of the note forms was for Allied’s convenience if it chose to 
purchase commercial paper from a contractor or dealer. The forms 
were drawn so as to meet FHA regulations. It is clear that the legal 
relation of Allied to Belle Aire was that of an independent lending agency. 


Remaining to be considered is the defendants’ claim that the circum- 
stances under which the note was obtained from them amounted to 
sufficient fraud as to the nature of the instrument signed that the in- 
strument was a nullity and not enforceable even in the hands of a holder 
in due course. In Britton, Bills and Notes (1943), at pages 567-68, it is 
stated: 


“For the purpose of determining the rights of a holder in due 
course there are two kinds of fraud. One species of fraud operates 
only as a personal defense, the other operates as a real defense. 
The difference between the two types is determined by the dif- 
ference in the extent of the knowledge of the facts possessed by the 
signer of the instrument at the time he signs. The problem was 
first presented to the English courts in 1869 in the case Foster v. 
MacKinnon. [L.R. 4 C.P. 704.] The defendant indorsed a bill 
of exchange, upon the representation of the party requesting the 
signature, that the instrument was a guaranty, he believing that 
it was such a guaranty similar to the one he had heretofore signed 
at the request of the same party ... The plaintiff was a holder 
in due course. The Lord Chief Justice instructed the jury: ‘If the 
indorsement was not the signature of the defendant, or if, being 
his signature, it was obtained upon a fraudulent representation 
that it was a guaranty, and if the defendant was not guilty of 
negligence in so signing the paper, he was entitled to the verdict.’ 

The giving of the quoted instruction was sustained. In 
discussing the principle involved, Byles, J., said: “... And it 
is invalid not merely on the ground of fraud where fraud exists, 
but on the ground that the mind of the signer did not accompany 
the signature . . . and therefore in contemplation of law [he] 
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never did sign, the contract to which his name is appended.’” 


An annotation in 160 A.L.R. 1295 (1946) contains an exhaustive collec- 
tion of cases on this subject. The annotator concludes (p. 1295): 


“In most of the states in this country, as well as in England and 
Canada, the prevailing doctrine is that deception as to the char- 
acter of the instrument signed, without negligence of the signer, 
constitutes a good defense against a bona fide holder of negotiable 
paper . . . the practical difficulties arising being ordinarily 
those with regard to what amounts to negligence in such cases.” 


The defense in question was successfully urged in Millrose Corp. v. 
Brent, 1959, 106 U.S.App.D.C. 242, 271 F.2d 508. The plaintiff cites the 
case of Danford v. Winter, 8 Cir., 1951, 192 F.2d 987, which is from 
Iowa. The case is not particularly helpful since it involved fraudulent 
representations to secure the giving of a promissory note, but there was 
no fraud as to the nature of the instrument signed. The maker in that 
case realized he was signing a note. In the case of United States v. 
Castillo, D.C.1954, 120 F.Supp. 522, the United States was bringing suit 
on an FHA note acquired in the same manner as the note in the instant 
case. The defendants, who were illiterate, successfully urged the de- 
fense that the note had been secured from them without their knowledge 
that they were giving a note. 

The Iowa Supreme Court has apparently followed the rule of the 
English case Foster v. MacKinnon, supra. In Caulkins v. Whisler, 1870, 
29 Iowa 495, the defendant was induced to sign a blank piece of paper 
believing that its purpose was to enable a company for which he hoped 
to be an agent to identify his signature. The blank paper was filled in 
after he signed it so as to be a promissory note. The lower court held 
that such fraud constitutes the instrument a forgery and that it might 
not be enforced by an innocent holder. The Supreme Court affirmed, 
stating (at page 497): 


“He was not guilty of negligence in thus giving it, for it is not 
unusual, in order to identify signatures, and for other purposes 
for men thus to make their autographs. The defendant cannot 
be regarded as being so far in fault in the transaction that he 
ought to be required to bear the loss resulting from the crime.” 


In First Nat. Bank of Grand Haven v. Zeims, 1894, 93 Iowa 140, 61 N.W. 
483, the defendant signed his name to a blank promissory note form. 
He alleged that he was induced to place his signature on the paper as 
a means of identification. The form was eventually filled in and nego- 
tiated to the plaintiff, an innocent holder. The Supreme Court affirmed 
a jury verdict for the defendant, stating (at page 484 of 61 N.W.): 
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“There is a sharp distinction between cases where the signer 
of the paper executes an instrument intending it to be a contract 
in some form and where he merely signs a paper to furnish the 
means of identification.” 


The Court said that the signing of a paper with unfilled blanks was not 
in itself negligence. 


In Green v. Wilkie, 1896, 98 Iowa 74, 66 N.W. 1046, 36 L.R.A. 434, 
the defendant held land subject to a charge by his father. A real estate 
dealer agreed to convey defendant’s land and the father was to release 
his charge in return for a charge on other land of the defendant and 
a note for one hundred dollars. The dealer induced defendant, who 
could not read, to sign a note for one thousand dollars payable to the 
dealer’s wife when defendant thought he was signing a one hundred 
dollar note payable to defendant’s father. The Supreme Court reversed 
the trial court’s verdict for an innocent holder of the note. It stated (at 
page 1048 of 66 N.W.): 


“It is to be remembered that the rule we apply is not the 
usual one in which innocent holders of negotiable paper are pro- 
tected against fraud in the inception of a note. In such cases 
there is a note, but the bona fides of it is questioned. In this 
case the note has never existed in the sense of the minds of the 
parties meeting to give it validity, and there is no negligence to 
render the defendant liable on other grounds.” 


The Court felt that the defendant was not negligent in that case because 
the person with whom he was dealing had no direct interest in the 
transaction which the defendant thought he was entering. 


It should be noted that the three Iowa cases just discussed were 
decided before the enactment of the Uniform Negotiable Instruments 
Law in this state. This Act (Iowa Acts, 29 G.A. ch. 180 (1902); ch. 541, 
Code of Iowa 1958, I.C.A.), makes no specific reference to fraud as to 
the character of the paper signed. Section 55 thereof (Sec. 541.55, Code 
of Iowa 1958, I.C.A.), set out supra, provides that the title of one ob- 
taining an instrument by fraud is defective. Section 57 thereof (Sec. 
541.57, Code of Iowa 1958, I.C.A.), set out supra, provides that a holder 
in due course holds the instrument free from any defect in title of prior 
parties. Thus, the question arises, does the statute in any way abrogate 
the common-law rule? In the case of C. I. T. Corp. v. Panac, 1944, 25 
Cal.2d 547, 154 P.2d 710, 160 A.L.R. 1285, the Supreme Court of 
California considered this queston and decided that the statute does not 
change the common-law rule. The Court stated (at page 713 of 154 
P.2d, at page 1288 of 160 A.L.R.): 
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“It was not intended by the enactment of the negotiable in- 
struments law that the whole law of contracts was to be ab- 
rogated unless clearly indicated. The defense under consideration 
goes to the existence of any contract. If there is no contract there 
is no negotiable instrument, which is a simple contract.” 


A similar result was reached in New Jersey Mortgage & Inv. Co. v. 
Dorsey, 1960, 60 N.J.Super. 299, 158 A.2d 712, the Court grounding its 
decision, in part, on Section 475 of the Restatement of Contracts. In 
Britton, Bills and Notes, supra, it is said (p. 586): 


“The Negotiable Instruments Law does not deal expressly with 
fraud as a real defense. But the cases decided in jurisdictions 
which have adopted the Act continue the common law rule, 
usually without reference to the statute.” 


This would seem to be the situation in Iowa. In First Nat. Bank of 
Shenandoah v. Hall, 1915, 169 Iowa 218, 151 N.W. 120, it was held 
to be error to direct a verdict for an innocent holder of a note when the 
defendant alleged that she thought that the instrument she signed was a 
divorce petition rather than a note. The defendant could not read because 
of defective eyesight and was dealing in the transaction with her own 
attorney. The Court, in reaching its decision, relied on the case of 
Green v. Wilkie, supra, and upon the English case of Foster v. Mac- 
Kinnon, supra. Although the case was decided over twelve years after 
the adoption of the Negotiable Instruments Law in Iowa, no reference 
was made in the opinion to that Act. 


Caulkins v. Whisler, supra; First Nat. Bank of Grand Haven v. Zeims, 
supra; Green v. Wilkie, supra; and First Nat. Bank of Shenandoah v. 
Hall, supra, are the only Iowa cases in which fraud in securing the 
execution of a note has been effectively urged against an innocent holder. 
An examination of these cases discloses that in each of them the signer 
either could not read or else signed his name to a blank sheet of paper 
so that there was in fact nothing for him to read. Further examination 
also reveals that in Green v. Wilkie, supra, and First Nat. Bank of 
Shenandoah v. Hall, supra, the defendants, in addition to being unable 
to read, were dealing with individuals or in situations which were not 
likely to arouse suspicion. In other cases the Iowa Court has found that 
inability to read, alone, will not absolve one from negligence in signing 
a written instrument. In Fayette County Savings Bank v. Steffes, 1880, 
54 Iowa 214, 6 N.W. 267, a jury made a special finding that the defend- 
ant could not read English and that there was no person within two 
miles who could read it to him. The jury also made a special finding 
that the defendant believed the note which he signed was for only 
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sixty-five dollars when in reality it was for one hundred and ninety-five 
dollars and that the defendant signed the note only because of the payee’s 
misrepresentations. In spite of this the Supreme Court affirmed the jury’s 
verdict for an innocent holder of the note because the jury might have 
found that the defendant did not exercise proper care in dealing with 
a stranger. The Court also emphasized that the defendant knew that 
he was signing a note rather than being deceived as to the nature of the 
instrument signed. See also First Nat. Bank of Sioux Center v. Ten 
Napel, 1924, 198 Iowa 816, 200 N.W. 405; Shores-Mueller Co. v. Lonning, 
1913, 159 Iowa 95, 140 N.W. 197. 

The Iowa Court has considered the problem of the negligent signing 
of negotiable instruments and the negligent signing of other types of 
written instruments in the same light in regard to situations of parties 
signing without reading. The absence of glasses necessary for reading 
will not excuse the failure to.read. Griffiths v. Brooks, 1940, 227 Iowa 
966, 289 N.W. 715. Several cases have emphasized that a higher degree 
of care is required in regard to signing a written instrument when one 
is dealing with a stranger or with an adversary. See Lillie v. Shriver, 
1921, 190 Iowa 861, 179 N.W. 632; Fayette County Savings Bank v. 
Steffes, supra; Douglass v. Matting, 1870, 29 Iowa 498. Other cases in- 
dicate that a higher degree of care is required in signing one’s name to 
an instrument which is known to be a note or other contractual obliga- 
tion than in signing an instrument which one thinks is not binding upon 
him. See First Nat. Bank of Grand Haven v. Zeims, supra; Fayette 
County Savings Bank v. Steffes, supra; Caulkins v. Whisler, supra; 
Douglass v. Matting, supra. It is well established in Iowa that if a 
party is able to read and has a chance to read a written instrument 
before signing it, his negligence will estop him from claiming that the 
instrument is not binding. Schlosser v. Van Dusseldorp, Iowa 1960, 101 
N.W.2d 715, 719; Griffiths v. Brooks, supra; Preston v. Howell, 1934, 219 
Iowa 230, 257 N.W. 415, 97 A.L.R. 1140; Crum v. McCollum, 1930, 211 
Iowa 319, 233 N.W. 678; Commercial Savings Bank of Ames v. Carey, 
1929, 207 Iowa 1060, 224 N.W. 62; First Nat. Bank of Winterset v. 
Phillips, 1927, 203 Iowa 872, 212 N.W. 678; Midland Mortgage Co. v. 
Rice, 1924, 197 Iowa 711, 198 N.W. 24; Bank of Holmes v. Thompson, 
1922, 192 Iowa 1032, 185 N.W. 986; Reid, Murdock & Co. v. Bradley, 
1898, 105 Iowa 220, 74 N.W. 896; Wright, Dryden & Co. v. Flinn, 1871, 
33 Iowa 159. See Rasmus v. A. O. Smith Corp., D.C.N.D.Iowa 1958, 
158 F.Supp. 70, 85; Shores-Mueller Co. v. Lonning, supra. In Bank of 
Holmes v. Thompson, supra, the Court approved (at page 987 of 185 
N.W.) the following instruction to the jury in a case where the accom- 
modation indorsers of a note defended on the theory that they did not 
know what they were signing: 


“If you find that any one of the defendants in this case had 
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capacity to read the instrument signed by him, and had an op- 
portunity to do so, and that no fraud was practiced upon him to 
prevent him from reading it, but that they had full opportunity 
to read it before signing, and chose to rely upon what Weeks 
said to him about it, he is estopped by his own negligence from 
claiming that the same is not legal and binding.” 


Ordinarily, the mere misrepresentation of the contents of a written in- 
strument by the other party thereto is not sufficient to relieve one of his 
duty to read before signing. See Boyd v. Miller, 1930, 210 Iowa 829, 
230 N.W. 851; Lillie v. Shriver, supra; Reid, Murdock & Co. v. Bradley, 
supra; Fayette County Savings Bank v. Steffes, supra; Wright Dryden 
& Co. v. Flinn, supra. This is true in actions between the original parties 
to the instrument as well as those involving innocent holders. See 
Midland Mortgage Co. v. Rice, supra; Lillie v. Shriver, supra. Misrepre- 
sentation of the contents of a written instrument by the other party 
thereto may, however, under conditions commanding trust or confidence, 
amount to sufficient deception that one may sign without reading and 
not be held guilty of negligence. See Merriam v. Leeper, 1921, 192 Iowa 
587, 185 N.W. 184; Christensen v. Harris, 1920, 190 Iowa 256, 180 N.W. 
325; Burlington Lumber Co. v. Evans Lumber Co., 1896, 100 Iowa 469, 
69 N.W. 558. 


Some of the Iowa cases do imply that the question of negligence in 
signing a written instrument is necessarily one for a jury. See Perry Nat. 
Bank v. Engnell, 1924, 198 Iowa 26, 199 N.W. 283; Seibel v. Lampe, 
1924, 197 Iowa 328, 196 N.W. 1016; Bank of Holmes v. Thompson, supra; 
Shores-Mueller Co. v. Lonning, supra. It seems accurate to say, how- 
ever, that the language of these cases may be limited to their immediate 
facts. There are several Iowa cases holding that allegations of fraud in 
procuring the execution of a written instrument, even if proven, would 
not make a case for the jury because of the undisputable negligence of 
the signer. The case of Griffiths v. Brooks, supra, although not directly 
in point because the allegations of fraud were there used to seek affirm- 
ative relief rather than as a defense, involves a directed verdict on the 
issue of negligence. There the plaintiff, in buying an automobile, signed 
some papers without reading them. The plaintiff alleged that at no time 
was he told that he would have to give a conditional sales contract or 
note and that he signed the instruments only because of the dealer’s 
representations that he was signing a formal order blank. The note 
plaintiff signed was negotiated to an innocent purchaser and plaintiff 
brought this action against the dealer for the amount of the note alleging 
that he had paid for the car in cash and at no time owed the dealer any 
money. The trial court directed a verdict for the defendant and the 
Supreme Court affirmed, stating (at page 718 of 289 N.W.): 
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“We are of the opinion that plaintiffs own doings were, in 
view of the circumstances and facts shown, such that he may not 
now press the claim that his signatures to the conditional sales 
contract and note were procured by fraud and deceit. It follows 
that the first ground of the motion [negligence] warranted the 
ruling thereon.” 


Verdicts were also directed against parties urging fraud in the procure- 
ment of a written instrument by a misrepresentation of its contents in 
Jenkins v. Clyde Coal Co., 1891, 82 Iowa 618, 48 N.W. 970, and Ban- 
nister v. McIntire, 1900, 112 Iowa 600, 84 N.W. 707. Although these 
cases did not involve negotiable instruments, the grounds for the deci- 
sions rest upon the negligence of the unsuccessful party in signing the 
instrument in question without reading it. In McKinney v. Herrick, 
1885, 66 Iowa 414, 23 N.W. 767; McCormack v. Molburg, 1876, 43 Iowa 
561; and Douglass v. Matting, supra, the issue of negligence in signing 
a written instrument was determined on demurrer. The latter case in- 
volved a suit on a note where the defense was fraudulent representation 
as to the nature of the instrument signed. 


The education and background of the defendants was not specifically 
brought out. Ben Tholen was fifty-six years of age and Annie Tholen 
was forty-nine years of age at the time of the transaction. There is no 
claim that they were illiterate or that their eyesight was impaired. The 
transcript of their oral examination shows that they intelligently an- 
swered the questions put to them relating to the transaction. 


The defendants testified that all of the instruments signed by them 
were signed at the same time. The genuine signatures of both defend- 
ants are on the contract, the credit application, and the note. The 
genuine signature of Ben Tholen is on the completion certificate. The 
signing of that certificate by Ben Tholen alone met the FHA require- 
ments. The defendants testified that they remembered signing the con- 
tract and that the representatives of Belle Aire gave them some other 
instruments to sign along with the contract “as a matter of form.” The 
credit application contains personal information as to them which could 
only have been furnished by them. They knew they were signing a 
contract under which they agreed to pay the sum of $1,755.06. Therefore, 
it was not a situation where there was no intent to incur financial lia- 
bility. The representatives of Belle Aire were strangers to the defend- 
ants so it was not a situation involving a fiduciary or confidential rela- 
tionship. The claim of the defendants in this connection is in essence 
that while they intended to incur liability and understood that they were 
incurring liability, they did not intend to have that liability evidenced 
by a negotiable promissory note. The matter of the transfer of their 
obligation was discussed at the time of the transaction. It is the claim 
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of the defendants that Belle Aire agreed not to transfer that obligation. 

Shortly after January 5, 1958, the defendants were notified by Allied 
to make their payments to that corporation. They made no complaint 
to Allied for several months thereafter as to their obligation having been 
transferred by Belle Aire in violation of the claimed agreement. 

There is no showing that the defendants were prevented from read- 
ing the instruments presented to them by Belle Aire. Their showing is 
that when they signed the contract they were given other papers to sign 
“as a matter of form.” It was the testimony of the defendants, as hereto- 
fore noted, that all of the instruments were presented and signed on the 
same occasion. It is noted that their signatures to the credit application 
and note appear in ink while their signatures to the contract and com- 
pletion certificate appear in pencil. So, if they did sign all of the in- 
struments on the same occasion they shifted from pen to pencil or vice 
versa during the course of the signing. 

For the purposes of the present motion, the testimony of the de- 
fendants that all of the instruments signed by them were signed on one 
occasion has to be regarded as a verity. Such being the situation, it is 
manifest that Ben Tholen at the same time he signed the contract also 
signed the completion certificate certifying that the improvement had 
been completed and that the work and materials were satisfactory. His 
signature to that instrument appears about one-sixteenth of an inch 
above the black lettered words “READ BEFORE SIGNING.” Without 
the signed completion certificate, the note in question could not have 
been negotiated to Allied. That certificate, as heretofore noted, was 
presented to Allied at the time they received the loan and purchased 
the note. The different instruments signed by the defendants bristled 
with bold-faced warnings which warned the defendants against doing 
the things they did do in connection with the execution of the papers 
in question. It is clear that they did not heed those warnings and did 
sign vital instruments without reading them. It was heretofore noted 
that their excuse for not reading the instruments is that the representa- 
tives of Belle Aire told them they were signing them “as a matter of 
form.” It is the view of the Court that the factual showing is not such 
as would sustain a jury finding that they were not guilty of negligence 
in affixing their signatures to the note in question. 


It is apparent from the number of cases in the reports having to do 
with FHA improvement loans that some dealers have been engaged in 
high pressure salesmanship and in making false representations in con- 
nection therewith. It is also apparent that in spite of the bold-faced 
print warnings and admonitions given by the FHA in its forms that some 
home owners will execute instruments without giving heed thereto. Once 
a home owner has done this, his securing of redress is hampered and 
made difficult because, on the basis of the instruments executed by him, 
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the note involved is promptly sold to a finance institution and later in 
many cases is passed on to the United States under its FHA indemnity 
agreement. 

In the present case it is clear that the defendants were grievously 
wronged by Belle Aire and it has failed to rectify the wrong. Any rec- 
tification of that wrong in this proceeding would be at the expense of 
innocent third parties. It is the view of the Court that it cannot in 
this proceeding rectify the wrong without disregarding well-established 
rules of law relating to negotiable instruments. 

It is the view of the Court that there is no genuine issue as to Allied 
being other than a holder in due course of the note in question and that 
the plaintiff, as the assignee of Allied, is entitled to judgment against 
the defendants as a matter of law for the balance due on the note 
declared on. 

It is the holding of the Court that the motion of the plaintiff for 
summary judgment be and the same is hereby sustained. 


FEDERAL DEPOSIT INSURANCE CORPORATION WARNS 
OF ILLEGAL PRACTISE OF DISCOUNTING 
CERTIFICATES OF DEPOSIT 


The Federal Deposit Insurance Corporation has warned all 
insured banks that appropriate action would be taken against 
them if it becomes known that they are entering into contracts 
with brokerage firms to obtain deposits through certificates 
paying more than 3%. Apparently this practise, known as “link 
financing” has been discovered in some quarters and has been 
strongly disapproved by the F.D.I.C. General counsel for the 
F.D.L.C. has pointed out that an arrangement whereby a bro- 
kerage firm proposes to obtain deposits by offering a discount 
to purchasers would constitute a violation of the interest rate 
of the corporation if the interest rate payable on the certificate 
of deposit plus the discount “is in excess of the maximum per- 
missible rate for a certificate of deposit issued by an insured 


bank.” 








BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 


Discharge of Husband in Bankruptcy No Defense to 
Wife in Suit Against Her as Co-Maker 


United States v. Rassmussen, United States District Court, Minnesota, 
184 F. Supp. 351 
Where wife signed a note as co-maker with her husband in connec- 
tion with a bank loan for improvements on a home owned by the hus- 
band and wife as joint tenants, a discharge in bankruptcy to the husband 
was not a defense to the wife in a suit against her on the note. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 178.5. 


Federal Tax Liens 


The Internal Revenue Service has announced that it will not follow 
the decision in Campbell v. Bagley, 5th Cir. 276 F. 2d 29 (77 B.L.J. 682) 
which holds that a United States tax lien filed in the domicile of the 
owner of personal property which was itself located in an adjoining 
state was not in compliance with the statutory requirement that notice 
be filed in the state where the property is located and, therefore, was 
ineffective as against a mortgagee of the property. 


Bank of Deposit Becomes Holder in Due Course By Extending 
Immediate Credit 


Moffat County State Bank v. R. J. Pinder, Supreme Court of 
Utah, 355 P. 2d 210 

Where a payee deposited a check in a bank which extended him 
immediate credit although deposit slip stated that bank of deposit acted 
only as collecting agent, bank of deposit was holder in due course under 
law of Colorado where bank of deposit was located and also under law 
of Utah where drawee bank was located and bank of deposit was entitled 
to recover against drawer which had stopped payment. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 645. 
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Entruster’s Security Interest Invalid Against Trustee in Bankruptcy 


In the Matter of Lexington Appliance Company, Inc., United 
States District Court, Maryland, 185 F. Supp. 235 

Under Maryland Uniform Trust Receipts Act entruster’s security 
interest is invalid as against all junior interests, including the interest of 
a lien creditor or a trustee in bankruptcy, if it is not kept alive by filing 
a further statement before the end of one year after the filing of the 
original statement. For similar decisions see B.L.J. Digest (Fifth Edi- 
tion) § 1562. 


Purchaser of Bank Money Order Not Entitled to Stop Payment 


Cross v. Exchange Bank Co., Court of Appeals of Ohio, 
Summit County, 168 N.E. 2d 910 
Where agent of purchaser of $500 bank money order failed to deliver 
it to named payee, purchaser of money order was not entitled to injunc- 
tion against bank prohibiting payment of money order nor was he 
entitled to return of $500. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 858. 


Evidence Insufficient to Raise Presumption That Bank Was 
Fictitious Payee 
Croswaite v. Pierce, Supreme Court of Washington, 

Dept. 2, 355 P. 2d 160 
Where executors of deceased wife sued former husband on promis- 
sory note which was payable to the order of a bank and was found 
among possessions of deceased wife and where husband testified that 
he was not indebted to the bank when the note was executed, the evi- 
dence was insufficient to raise a presumption that bank was a fictitious 
payee as a person not intended to have any interest in the note. For 

similar decisions see B.L.J. Digest (Fifth Edition) § 1202. 











BANKING LEGISLATIVE 


TRENDS IN THE STATES 





Among new regulatory developments elsewhere affecting small loan 
and finance companies, credit insurance, banking and related fields, 
as reported from state capitals and municipalities throughout the nation, 
are the following: 


DISTRICT OF COLUMBIA: Regulations covering the sale of 
credit insurance in connection with installment sales of automobiles 
were recently adopted by the District of Columbia Board of Commis- 
sioners. 

Although the regulations permit premium charges for credit life 
insurance to be included in installment sales contracts with the agree- 
ment of the borrower, similar charges for credit accident and health 
insurance may not be included in the contract. 

This action was taken over the opposition of spokesmen for insur- 
ance and finance companies who protested it would have the effect of 
prohibiting the writing of credit accident and health coverage for in- 
stallment buyers of automobiles. 

Arguing that accident and health coverage is equally as valuable as 
credit life to the installment purchaser, industry representatives con- 
tended that the regulation would be unduly discriminatory. 

The board of commissioners, however, agreed with the district cor- 
poration counsel that, since the district insurance superintendent has 
no authority to regulate credit insurance premium rates, dealers and 
lenders could take advantage of this situation to overload installment 
contracts with unduly high and unnecessary credit coverage. 

The board did accept amendments to the regulations proposed by 
the Association of Casualty Insurance Companies to permit licensed 
dealers and finance companies to post cash or negotiable government 
securities, as well as approved corporate securities, to meet bonding 
requirements authorized by the law which the new regulations implement. 

Under this statute, the commissioners are empowered to require 
dealers and finance companies to post sureties up to $25,000. As 
originally proposed, the regulations would have forced all dealers and 
finance companies as a licensing condition to post a $5,000 corporate 
surety written by a company approved by the U.S. Treasury Depart- 
ment and the District Insurance Department. 

The association, however, pointed out that this regulation would 
amount to compulsory insurance. Since even a reputable dealer or 
finance company, under certain circumstances, might not be able to 
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obtain a bond, the association said adoption of the regulation as first 
proposed would in effect shift the licensing responsibility to the surety 
companies. 

Because the objective of the regulation was to give assurances of 
financial responsibility, the association contended the form of security 
should not be limited to a corporate bond. The commissioners agreed 
with this stand and revised the regulation. 

The new credit insurance requirements and other phases of the 
district's new regulations aimed at curbing abuses in the installment 
selling of automobiles were subsequently challenged in a District Court 
suit filed by two auto dealers—Discount Motor Sales, Inc., and G & L, 
Inc. They claimed the rules were illegal and would produce “crippling 
business curtailment.” 


MINNESOTA: A resolution adopted by the Minnesota Association 
of Cooperatives at its annual convention in St. Paul urged enactment 
by the state legislature of a bill requiring that all installment sales con- 
tracts specify interest rates. 


MISSISSIPPI: Action to curb abuses in the use of criminal laws 
by finance companies to collect civil debts was urged by the Hinds 
County grand jury in a report in Jackson. 

“Based upon our investigation of this general situation,” the report 
said, “it is our opinion that the criminal laws of this state are being 
used to enforce the collection of civil debts, which we believe, should be 
eliminated.” 

The report recommended that the state bank comptroller, within 
the limitations of his power to do so, “make a detailed inspection of the 
records of finance or loan brokers or agencies operating in Hinds County 
to determine whether or not lending agencies are adequately and legally 
describing personal property given as security or collateral for loans, 
and to further determine whether or not these said finance companies 
could improve their lending procedures so as to eliminate mis-described 
or imperfectly described personal property in chattel mortgages.” 

“Furthermore,” the report said, “we recommend that the bank comp- 
troller take such steps as he deems advisable to eliminate this situation 
and to require said finance companies to comply with good business 
procedure in using the criminal laws of our state to effect the collection 
of a civil debt.” 

The grand jury also called upon the six justices of the peace hold- 
ing office in Hinds County to furnish “the state bank comptroller, the 
foreman of this jury, and the judge of this court, a complete list of all 
such cases above referred to that have been filed in their respective 
courts during the year 1960 and to state on the list of cases, the style 
of the case, the nature of the case, and the name of the finance company 
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or lending institution involved in the papers or documents out of which 
the criminal charge arose.” 


NEW JERSEY: New consumer protection laws in New Jersey are 
forcing “sharpies” out of the home improvement installment field, it 
was recently asserted by Charles R. Howell, state commissioner of 
banking and insurance. “There are some shutdowns going on, which 
is good,” he declared. 

Howell also reported “fine progress” in the State Consumer Credit 
Division’s initial task of licensing agents in the automobile and general 
merchandise credit sales field and in home improvement contracting. 

The commissioner said no estimate was available of the number of 
“non-legits,” as he labeled the home repair operators against whom the 
new laws were aimed, who have been forced to shutdown or leave Jersey. 


The reason for the lack of such statistics, Howell said, is the same 
that has made it difficult to determine accurately the number of home 
improvement contractors in the state who are subject to the law cov- 
ering their business. 

James M. Sullivan, chief of the consumer credit division, said 2,018 
motor vehicle dealers have paid $20,180 in license fees, out of a potential 
licensing total of 5,600. 

He said 1,719 home repair contractors had paid $42,975, in $25 fees, 
and 43 home repair financing agencies $1,075, in $25 fees, out of “pos- 
sibly” 3,500. Sullivan emphasized that the licensing potential is a “very 
rough guess.” He said his division had collected a total $67,930 in 
license fees. 

The new laws went into effect on Sept. 7. They are known as 
S-200 and S-201. The first is the retail installment sales act, which im- 
poses maximum finance charges of $7 per $100 per year on new cars, 
$10 on cars up to two years old, and $13 on cars more than two years 
old, and $10 a year on general merchandise. 

The second is the home repair financing act. It sets maximum 
finance charges of $7 per $100 per year, with minimum charges of $10 
and $12 for small, short-term transactions. 

Both laws give the banking and insurance commissioner the power 
to revoke licenses for violations — a weapon which Howell described 
as the “big gun in our enforcement program.” 

Both Howell and Sullivan said a secondary weapon in their en- 
forcement campaign is the fact that reliable houses which buy up in- 
stallment contracts at a discount “won't accept the paper of any operator 
who does not have a license.” 

Sullivan said his division was “progressing successfully in our licens- 
ing campaign. We are right up to date and picking up new licensees 
every day.” 

Howell, noting that the laws had been in effect less than two months, 
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said “even this brief experience with them supports our contention that 
they are really the two most significant steps taken in our times for the 
protection of the public. They were a grand victory for the consumer.” 


TEXAS: Texas voters approved at the general election a state 
constitutional amendment eliminating an interest rate limitation of 
10 per cent a year and permitting the state legislature to set special 
maximum interest rates on small loans and to license and regulate the 
small loan field. 

State Attorney General Will Wilson predicted that the 2-to-1 margin 
of approval given the amendment by Texas voters will bring about a 
“reformation of the state’s small loan industry.” 

“This tremendous vote,” he asserted, “is a mandate to the legislature 
to come up with a good law to eliminate loan sharks.” 

“The adoption of this constitutional amendment,” Wilson added, 
“accomplishes what I set out to do two years ago when we launched 
the drive on loan sharkes. The vigorous anti-usury program, which 
our department has been and is conducting, has made Texas aware of 
the need to eliminate the loan shark. This is a real victory for the 
people of Texas. 

“Our work has been supported by the newspaper, radio and tele- 
vision corps, who gave limitless editorial time and space to communi- 
cate to the public the need for this bill. 

“A large measure of the credit for this victory goes to them and to 
the Committee to Eliminate the Loan Shark Evil, the State Junior Bar, 
the Texas Bar Association and many interested individuals. The League 
of Women Voters did a fine job of public fact presentation concerning 
this matter.” 

Citing a study made by the Texas Legislative Council emphasizing 
the need for a small loan industry in the state, Wilson declared: 

“What we want is not to rid the state of small lenders but to develop 
a healthy, legal small loan industry.” 

Wilson said the amendment’s adoption makes it incumbent upon 
the Texas legislature to fix fair rates of interest on loans which will pro- 
tect both the borrower and the lender. He emphasized, however, that 
adoption of the amendment is only the first phase of the fight. 

“We must have a good law, without loopholes,” Wilson said. “I am 
interested in a law which will have both civil and criminal penalties at- 
tached and I stand ready to help the legislature in any way.” 

In another Texas development, the Fourth Court of Civil Appeals 
ruled in San Antonio that the widely used certificate plan for making 
small loans in the state is unconstitutional. 

Written by Justice Jack Pope, the decision said the law authorizing 
use of the plan apparently was enacted in a deliberate attempt to get 
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around the 10 per cent limit which the state constitution had placed 
on all interest charges. 

“In our opinion,” Pope wrote, “the legislative act itself shows on its 
face that it is a device to thwart the constitutional prohibition of usury.” 

Under the so-called certificate plan, a borrower is required to pur- 
chase an investment certificate on the installment plan at the time he 
receives a loan. The certificate, which has the same face value as the 
loan, becomes part of the collateral used to secure the loan. At the end 
of the time set out for repayment of the loan, the borrower, if he has 
kept up his payments, may use the certificate to pay off his loan. 

“This was a device to charge usury and was not a bona fide separate 
investment,” the court held. “Even the legislature cannot avoid the 
constitution.” 

Pope declared that the new decision and an opinion handed down 
in April by the Third Court of Civil Appeals in Austin finding the 
plan unconstitutional on other grounds made it certain that the Texas 
Supreme Court will consider the law, since two other civil appeals courts 
in the state have upheld the statute. 

The ruling in San Antonio came when the court considered the ap- 
peal of a Bexar County court-at-law decision in a suit filed against Mr. 
and Mrs. B. R. Harrell of San Antonio by the Colonial Finance Co. 

A jury in the county court awarded the finance firm the unpaid bal- 
ance of a loan with a face value of $468, plus 10 per cent interest and 
10 per cent attorneys’ fees. 

The appeals court decision noted that the Harrells received $349.07 
in cash, after deduction of $8 for an inspection of furniture put up as 
collateral, 75 cents for recording the mortgage on the furniture, $49.14 
for credit insurance and $61.04 for interest on the loan for 18 months. 

The Harrells paid 14 installments of $26 for a total of $364, the opin- 
ion said. 

The court ruled that the $61.04 interest “was usurious and void,” 
meaning that the Harrells actually owed a balance of $42.96 on the 
principal. The county court judgment was revised to award the finance 
company that amount. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Regulations Supersede Instructions on Return 
Internal Revenue Service, Special Ruling, September 22, 1960 
The Internal Revenue Service has recently ruled with respect to an 
apparent conflict between provisions of Treasury Regulations and the 
instructions to the Estate Tax return, dealing with the requirement of 
disclosure of transfers during life. At present, the instructions require 
disclosure of all transfers at any time of a value of $5,000 or more, while 
the regulations do not require such disclosure as to outright transfers 
not in trust. Held: The provisions of the regulations prevail. It is 
contemplated that the instructions will be revised to conform with the 
regulations. 


Deceased Veteran’s Estate Not Subject to Inheritance Tax 


Estate of Maguire, Orphans’ Court of Philadelphia 
County, Pennsylvania, April 22, 1960 


Decedent died intestate at a United States Veterans’ Hospital where 
he had been hospitalized for some time. Under the provisions of United 
States law, his entire estate was awarded to the United States Govern- 
ment, One-third of the estate had been derived from inheritance, one- 
third represented payments by the United States, and one-third was 
income on the fund. Held: The transfer to the United States was sup- 
ported by valuable consideration in money and money’s worth, and is 
not subject to the Pennsylvania inheritance tax. 


Power Created When Revocable Designation of 
Beneficiary Was Made 


A. B. Hyman, et al., Executors v. United States, United States District Court, 
Southern District New York, September 28, 1960 


Decedent was named as beneficiary of insurance on her brother’s life 
by a revocable designation made on October 14, 1942. The settlement 
option provided that the beneficiary could withdraw the proceeds at 
any time. Decedent died, after the death of her brother, without having 
exercised the power of withdrawal. Held: The power was “created” at 
the time the designation was made, although the designation was revo- 
cable. The interest is not includible in the estate of the decedent, since 
the power was created prior to October 21, 1942. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Beneficiary’s Creditor Cannot Object to Account 
Estate of Zilempe, New York Surrogate's Court, Westchester County, August 15, 1960 

At the final accounting proceeding of an estate, a judgment creditor 
of an estate beneficiary filed objections to the account. The executrix 
moved to dismiss the objections on the ground that the creditor was not 
a person interested in the estate. Held: Motion granted, without preju- 
dice to filing of objections by a receiver if one should be appointed 
within thirty days. 





Action By Trustees Against District Director Dismissed 
For Lack of Jurisdiction 


F. L. Botsford, et al v. Ridell, United States Court of Appeals, 
Ninth Circuit, October 13, 1960 


The trustees of an inter vivos trust brought an action in the State 
Court to reform the trust instrument to add the provision that the trust 
was irrevocable. The District Director of Internal Revenue was named 
as a defendant, and caused the case to be removed to the United States 
Court, which dismissed the action against the District Director for lack 
of jurisdiction. Held: The judgment is affirmed. If the action be 
regarded solely as one to reform the trust instrument, the United States 
has no jurisdiction; if, on the other hand, the action be regarded as one 
to restrain the District Director from the refund of gift taxes paid, then 
the trustees are not the proper parties because such tax was paid by the 
settlors, not the trustees. 





Trustee Properly Allocated Stock Distribution to Principal 


In re Security Trust Company of Rochester, New York Appellate Division, 
Fourth Department, August 24, 1960 


The executors of the estate of the deceased life tenant objected to 
the allocation to principal of stock received by the trustees in a one 
for one distribution. The distribution was made as a result of the 
capitalization of the capital surplus account, but it was stipulated that 
the distribution could have been allocated to income without impairing 
the “intact value” of the shares at the time the trust was created. Held: 
The distribution was properly allocated to principal. The act of the 
corporate directors in transferring earnings to capital surplus, as was 
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done here, causes the amounts to lose their characteristics as earnings, 
and stock issued thereon will not be allocated to income. 





Libelous Matter Excised From Codicil 


Schell Estate, Orphans’ Court of Montgomery 
County, Pennsylvania, August I, 1960 


Decedent’s executors presented a petition to the Register of Wills, 
alleging that a codicil to decedent’s will contained presumptively libelous 
matter which was not dispositive of his property. The petition requested 
that the matter be excised, and the codicil, as amended, admitted to 
probate. Held: Probate ordered in the manner requested. The libelous 
matter could subject the estate to a claim, and the excision of the 
matter was in the discretion of the Register of Wills. 





Bank Loan Must Be Satisfied Out of Collateral 


Estate of Stein, New York Surrogate's Court, 
New York County, August 3, 1960 


Decedent was the sole stockholder of a corporation against which 
the United States had obtained a lien for unpaid income taxes. Subse- 
quent to the lien, decedent guaranteed a bank loan to the corporation 
by delivering his own securities as collateral. At the time of his death, 
there was a deposit of the corporation in the bank, and the loan was 
partially repaid. Decedent’s executor sought to compel the bank to 
satisfy its debt by first applying the deposit of the corporation. Held: 
The bank must proceed against the collateral to satisfy the debt. The 
doctrine of marshalling of assets required the creditor with liens against 
two assets not to interfere with the rights of another creditor with a lien 
against only one. 





Charitable Trust Terminated When Purpose 
Was Not Being Carried Out 


In re Pruner, Pennsylvania Supreme Court, June 30, 1960 

The decedent's will created a trust to be used to establish a home 
for children without parents. The will also provided that if the trustees 
should be unable to accept the trust, the property was devised to 
decedent's niece. The trustees accepted the trust and established the 
home, but, in the ten years prior to this proceeding, no children entered 
the home. Held: The trust had failed because the condition upon which 
the gift was to cease had occurred. Further, since the shifting executory 
devise to the niece was void under the rule against perpetuities, the 
property passed by intestacy, there being no residuary clause in de- 
cedent’s will. 











INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Deficit-Spending, 
Defense and Survival 


Is deficit-spending too great a 
price for national survival? This 
painful question demands an im- 
mediate answer. The same ques- 
tion found us responding emphat- 
ically in the negative during both 
World Wars, when the magnitude 
of our defense efforts required ex- 
penditures far in excess of our im- 
mediate ability to pay. 

We did not lose sight of the 
fact that a balanced budget was 
a principle to live by. But we 
realized that the principle had to 
be assessed within the context of 
living and that it was not ritual- 
ism to be parrotted at the cost of 
national extinction. Once at war, 
we realized that death and defeat 
were not frustrated by frugality. 

The international crisis ahead 
dictates a sequence of events 
which departs from historical pat- 
tern. Major U.S. productive and 
financing efforts of the past two 
global conflicts occurred after war 
had been declared. Today, to fore- 
stall war or avoid annihilation, a 
so-called war effort must be made 
now. 

We deficit-financed World Wars 
I and II until production was mas- 
sive enough to overwhelm the 
enemy. A general expectation is 
that this identical prescription will 
dispose of the next attack. 

This type of thinking is blind 
and suicidal because it assumes 
that warfare has been frozen at 
outmoded technological levels. It 
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shrinks at recognizing the enor- 
mous destructive power of nuclear 
weapons and the ability of the So- 
viets to strike with missiles at our 
hitherto protected heartland. Any 
war will come suddenly and will 
most certainly cripple our ability 
to produce. Casualties, according 
to published unclassified estimates, 
could range from 50 to 60 million. 
It is rather obvious that retaliatory 
power will be restricted to the use 
of weapons already manufactured 
and remaining undestroyed. 

Dr. Herman Kahn of the Rand 
Corporation has written a compel- 
ling study of “The Nature and Fea- 
sibility of War and Deterrence,” 
which has been reprinted as U.S. 
Senate Document No. 101. It is 
one of Dr. Kahn’s conclusions that 
in a few years, under current pro- 
grams, we may find ourselves un- 
willing to risk a retaliatory blow 
by the Soviets—no matter what the 
provocation. He points out that 
such a deterioration in our position 
would, for all practical purposes, 
make us a party to a non-aggres- 
sion treaty with the Russians — 
with almost 200 million American 
hostages to guarantee performance. 

On the other hand, an increased 
resolve on our part, evidenced by 
positive action of sufficient mag- 
nitude, could make us invulnerable 
to blackmail or attack. Perhaps a 
diplomatic defeat on West Berlin 
is needed to shock us out of com- 
placency. Although Dr. Kahn does 
not predict such a set-back, he 
notes that such an event could 
prompt an enormous defense budg- 
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et of $100 billion annually, and 
that such preparation would con- 
stitute a threat of consequence 
which the Russians would under- 
stand and respect. Such military 
outlays would compare with the 
1945 peak of almost $85 billion and 
current expenditures of roughly 
half that amount. 


Here is the crux of the matter. 
The prevention of the next war, 
or our survival of the conflict as 
an undefeated (though not neces- 
sarily victorious) nation, hangs on 
preparations in the present. Since 
the enemy’s power to destroy is 
frightful, our ability to retaliate, 
also highly significant as a deter- 
ring force, must be fully developed 
before a possible conflict. This 
also calls for immediate financing 
since it may be difficult, if at all 
possible, to do these things later. 


In other words, the usual order 
of events must be reversed. If we 
are to forestall war through an 
impressive exhibition of strength, 
or prevail (relatively) in a con- 
flict, war financing and a war effort 
are urgencies of the moment. Our 
strength is the sole element which 
will impel the Soviets to realistical- 
ly approach international disarma- 
ment. Once we grasp the situation, 
we will not be inhibited by large 
budget deficits above increased 
levels of taxation, or the institu- 
tion of economic controls and the 
accompanying contraction in the 
satisfaction of consumer wants. 

Once the fact is accepted that 
our defense effort is materially in- 
adequate, it follows that additional 
large expenditures are required. It 
is also apparent that such increased 
spending will require appropria- 
tions significantly exceeding even 
greater tax revenues accruing from 
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sharply higher levies and that def- 
icit-financing cannot be avoided. 
Reapplication of the rule of sound 
money will continue to be our 
right as long as we can govern 
ourselves. But we may have no 
such choice if we do not maintain 
a position of incontestable strength. 


Pension Fund Investments 


A survey of the California State 
Employees’ Retirement System 
Pension Fund has just been com- 
pleted by Moody’s Investors Serv- 
ice in association with Professor 
Paul L. Howell, well-known eco- 
nomic and financial consultant. 
The California SERS Pension Fund 
has accumulated the sum of $1.2 
billion over the past 29 years and 
is currently increasing its assets at 
the rate of $160 million annually. 
A $3 billion size is visualized by 
1970. Since inception, proceeds 
have been invested in Government 
and corporate obligations, on which 
a return of 3.72 per cent was re- 
ported for the fiscal year ended 
June 30, 1960. 


In their study, the authors enu- 
merate a complex of protective 
factors characteristic of state pen- 
sion systems. Such systems are 
afforded the unique opportunity 
of maximizing benefits through ac- 
cess to the broad range of produc- 
tive investments in the American 
economy. Pension funds are not 
only long-term in nature, but are 
growing rapidly; they do not re- 
quire liquidity and are not subject 
to catastrophic hazards; finally, 
they are tax-exempt. 


Although income is most impor- 
tant to a fund, the study empha- 
sizes that capital appreciation can 
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also be stressed. Since the turn 
of the century, it is observed, the 
expansion in the nation’s economy 
has been accompanied by increas- 
ing dividends on common stocks. 
The performance of the past twen- 
ty years is striking. A $1,000 in- 
vestment made in 1940, repre- 
sented by Moody’s 125 industrial 
stock average, yielded 5 per cent. 
By the end of 1959, dividends pro- 
vided a return of more than 18 
per cent on the 1940 original cost. 
“This growth,” declare the au- 
thors, “is of enormous importance 
in long-term pension funds where 
an increase of one per cent (from 
2.5 to 3.5 per cent) in the earnings 
rate would enable benefits to be 
increased about 25 per cent.” 


In addition, it is noted that fixed- 
income securities have failed to 
meet the challenge of declining 
purchasing power. In contrast, 
common stocks have a long his- 
tory of appreciation of their mar- 
ket value; according to data of 
the Cowles Commission extended 
to date, over the past eighty years 
a comprehensive group of common 
stocks has averaged a rise of about 
83 per cent a year, or almost 1,000 
per cent. Similarly, an investment 
made in Moody’s 125 industrial 
stock average at $31.76 in 1940 had 
appreciated by 1959 to $186.26, a 
gain of 480 per cent. 


The authors assert that “this 
record of stocks as a_ hedge 
against post-retirement increases 


in the cost-of-living strongly sug- 
gests their inclusion in a well-bal- 
anced portfolio.” Recommended to 
the California SERS is a policy 
which envisions the gradual ac- 
cumulation of common stock eq- 
uities to aggregate, ultimately, 25 
per cent of SERS’ total assets; the 


THE BANKING LAW JOURNAL 


development of a real estate mort- 
gage inventory, ranging from 20 
to 25 per cent of total funds; a 
gradual replacement of Govern- 
ment bonds now held by corporate 
bonds. 


Commercial Bank and Finance 
Company Participations 


“Joint participation of banks and 
commercial finance companies, in 
special situations, is daily gaining 
wide acceptance,” declares William 
J. Drake, Executive Vice President 
of the National Commercial Fi- 
nance Conference. Addressing the 
NCF’s annual convention in New 
York City, he called attention to 
the rising trend of cooperative 
joint participations during 1960. 
Obviously good business for the 
finance companies, these arrange- 
ments were also beneficial to the 
banks. Where, for one reason or 
another, bank clients were tem- 
porarily unable to qualify for nor- 
mal lines of bank credit, such 
joint undertakings took care of 
their needs. This preserved and 
strengthened the relationship be- 
tween banks and these borrowers, 
who otherwise might be lost as 
clients. 

Frank E. Bauder, Vice President 
of the Continental Illinois Nation- 
al Bank and Trust Co. of Chicago, 
evaluated the tests imposed by 
banks and finance companies in 
extending credit to “growth com- 
panies.” 

Both finance company and com- 
mercial bank, Mr. Bauder told the 
NCF audience, employ similar 
tests with respect to the character 
and capacity of management, ac- 
ceptability of and prognosis for 
product, and the past record of 
the company and the industry. He 
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noted, however, that bankers tend 
to require a longer proving period 
in a growth situation. Partly, this 
is because the potential of a com- 
pany, rather than its present- cir- 
cumstances, serves as the major 
attraction. 


Both bank and finance company, 
obviously, are primarily concerned 
with the ultimate collectibility of 
principal and interest of the out- 
standing accommodation. But at 
this point some divergence occurs. 
The finance company takes com- 
fort in the liquidating values of 
the collateral whereas the bank ex- 
pects collectibility to be attained 
through reduction of assets, fur- 
ther equity contributions, earnings, 
or outside guarantors. From the 
bank’s standpoint, liquidation is 
an undesirable experience to be 
avoided at any cost short of loss; 
the banker is less skilled than the 
finance company officer as an es- 
timator of final liquidating values 
or the appropriate and economical 
means for liquidation. 


Both bank and finance company 
want a profitable relationship with 
the client. Nevertheless, the re- 
spective analyses differ. The fi- 
nance company keeps its eye on 
gross yield less administrative ex- 
penses and cost of money; the bank 
is interested in the interest income, 
less cost, plus other relationships. 
Of consequence are the balance re- 
lationship, trust relationships, and 
other income producing services 
that fall within a bank’s capability. 
On many occasions, as Mr. Bauder 
observed, these considerations ex- 
ceed the interest income in im- 
portance. 

According to the Chicago bank 
officer, two other facets concern 
the bank but are less important 


AND FINANCE 1071 
to the finance company. The bank- 
er attempts to project the point 
at which the company will either 
be out of debt, or at least be a con- 
ventional seasonal borrower with 
occasional interim requirements 
(within the accepted pattern). The 
banker is also concerned with the 
availability of equity capital to fi- 
nance future growth, as well as 
ownership’s disposition to expand 
the capital base by additional con- 
tributions or dilution of its equity 
position. 

Bank participations with finance 
companies, Mr. Bauder asserted, 
have been a fairly popular device 
for the financing of growth situa- 
tions and may well become more 
so in future. Purpose of such par- 
ticipation, from the bank’s point of 
view, is to enhance the growth of 
the client by reducing the money 
cost and, in some cases, by making 
additional funds available. It also 
bridges the gap between closely 
supervised secured credit and less 
restrictive secured or unsecured 
credit by building a favorable ex- 
perience record with a bank. In 
any event, the purpose is not a 
competitive device as between 
companies or a means to prolong 
the transition from secured to un- 
secured borrowing. 


Mr. Bauder took exception to 
the growth company’s disposition 
to summarily discount the value of 
cash. “Cash,” said Mr. Bauder, 
has a value. Strong cash positions 
are not just for the established 
“well-heeled” companies that have 
reached maturity; they are, for the 
growth company, a prime mover 
in rapid progress toward the goal 
of complete financial planning. 
Cash is not just a first line of de- 
fense against unforeseen develop- 
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ments; it is the key that unlocks 
the myriad of services available 
through the banking system. Bal- 
ances in the bank over the above 
the bare minimum required to sup- 
port routine banking activities give 
the owner of those balances a call 
on the bank for the extraordinary, 
be it in the form of borrowing ar- 
rangements, the special services we 
talked of at the outset, or box seats 
to the first world series game. 


“Balances,” continued Mr. Bau- 
der, “are the banker’s inventory 
and without them he is out of bus- 
iness no matter how many lending 
situations—attractive as to rate and 
risk—are offered to him. Is it any 
wonder that he sees as his first 
obligation an adequate supply of 
funds for those customers who 
have treated him well balance- 
wise? I am convinced that a re- 
appraisal of the value of cash will 
open many more doors to the bank- 
finance company participation.” 
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Small Business Investment 
Companies 

Mr. Drake also commented on 
the recent advent of Small Bus- 
iness Investment Companies in the 
lending field. He pointed out that 
a small SBIC with the minimum 
$300,000 capitalization cannot be 
successful because the profit on its 
loans is insufficient to cover the 
tremendous overhead of investigat- 
ing the loans and performing the 
legal and paper work. On the 
other hand, he noted that the large 
publicly-held SBIC’s are primarily 
interested in large loans to larger 
companies. Although this prefer- 
ence also stems from income-over- 
head relationships, it is influenced 
strongly by the prospect of poten- 
tial capital gains. After the min- 


imum five-year loan period, the 
loan can be converted into capital 
stock. If all goes well for the com- 
pany, such conversion and sale can 


be most profitable. 








